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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation (“Joint
Committee staff”), provides a description and analysis of certain revenue provisions modifying
the Internal Revenue Code of 1986 (the “Code”) that are included in the President’s fiscal year
2015 budget proposal, as submitted to the Congress on March 4, 2014.> Because many of the
provisions in the 2015 budget proposal are substantially similar or identical to those in the fiscal
year 2014 and 2013 budget proposals, the Joint Committee staff has generally described only
those provisions that did not appear in the fiscal year 2014 budget proposal or that are
substantially modified from prior years’ proposals.” The document generally follows the order
of the proposals as included in the Department of the Treasury’s explanation of the President’s
budget revenue proposals.* For new provisions, there is a description of present law and the
proposal (including effective date), and a discussion of policy issues related to the proposal. For
modified provisions, there is a description of the modification, and a footnote directing the reader
to the Joint Committee staff’s description of the revenue provision as it appeared in the fiscal
year 2014 and/or 2013 budget proposal. For all other provisions, the text directs the reader to the
Joint Committee staff’s description of the revenue provision as it appeared in previous budget
proposals.

As of December 15, 2014, H.R. 5771, the “Tax Increase Prevention Act of 2014,” which
extends for one year many provisions of the Code that expire for taxable years beginning after
December 31, 2013 and some provisions that expire for taxable years beginning after December
31, 2014, has passed the House of Representatives and is scheduled for consideration by the
Senate. Descriptions of present law that would be affected by the enactment of this legislation
are denoted with a 7.

! This document may be cited as follows: Joint Committee on Taxation, Description of Certain Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCS-2-14), December 2014.

? See Office of Management and Budget, Budget of the U.S. Government, Fiscal Year 2014: Analytical
Perspectives (H. Doc. 113-84, Vol. III), March 4, 2014, pp. 141-187.

? The revenue provisions contained in the fiscal year 2013 budget proposal are described in their entirety in
Joint Committee on Taxation, Description of Revenue Provisions Contained in the President’s Fiscal Year 2013
Budget Proposal (JCS-2-12), June 2012. Those provisions which were new or substantially modified in the fiscal
year 2014 budget proposal are described in Joint Committee on Taxation, Description of Certain Revenue
Provisions Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December 2013.

* See Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2015 Revenue
Proposals, March 2014.



PART I - ADJUSTMENTS TO THE BALANCED BUDGET AND
EMERGENCY DEFICIT CONTROL ACT BASELINE

A. Permanently Extend Increased Refundability of the Child Tax Credit

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 751-753. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item I.1, reprinted in the back of this volume.

B. Permanently Extend the Earned Income Tax Credit for Larger
Families and Married Couples

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 753-756. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Items 1.2 and 1.3, reprinted in the back of this volume.

C. Permanently Extend the American Opportunity Tax Credit

This proposal is substantially similar to a proposal found in last year’s budget proposal.
Last year’s proposal was a modification of the prior year’s proposal. That modification is
described in Joint Committee on Taxation, Description of Certain Revenue Provisions Contained
in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December 2013, p. 2, and the
original proposal is described in Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June
2012, pp. 34-39. The estimated budget effect of the current proposal can be found at Joint
Committee on Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the
President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April 15, 2014, Item 1.4, reprinted
in the back of this volume.



PART II - INCENTIVES FOR MANUFACTURING, RESEARCH,
CLEAN ENERGY, AND INSOURCING AND CREATING JOBS

A. Provide Tax Incentives for Locating Jobs and Business Activity in the
United States and Remove Tax Deductions for Shipping Jobs Overseas

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 73-82. The estimated budget effect of the current proposal
can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item II.A, reprinted in the back of this volume.

B. Enhance and Make Permanent the Research and Experimentation Tax Credit

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 97-116. The estimated budget effect of the current proposal
can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item I1.B, reprinted in the back of this volume.

C. Extend and Modify Certain Employment Tax Credits, Including
Incentives for Hiring Veterans®

Description of Modification

With respect to the work opportunity tax credit (“WOTC”), the fiscal year 2014 budget
proposal is modified by expanding the definition of a qualified veteran. Under the 2015
proposal, in the case of individuals who begin work for the employer after December 31, 2014, a
disabled veteran who uses G.I. Bill benefits to attend a qualified educational institution or
training program within one year of being discharged or released from active duty, and who is
hired within six months of ending attendance at such institution or program, would be a qualified

> This proposal makes changes to the work opportunity tax credit and the Indian employment tax credit.
The work opportunity tax credit is described in Joint Committee on Taxation, General Explanation of Tax
Legislation Enacted in the 112th Congress (JCS-2-13), February 2013, p. 151. The Indian employment credit is
described in Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in the 112th Congress
(JCS-2-13), February 2013, p. 144. The modifications to these provisions which involve permanently extending
these provisions as per the fiscal year 2014 budget proposal are described in Joint Committee on Taxation,
Description of Certain Revenue Provisions Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-
13), December 2013, p. 4. The estimated budgetary effect of the fiscal year 2015 budget proposal can be found at
Joint Committee on Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the President’s
Fiscal Year 2015 Budget Proposal (JCX-36-14), Items II.C.1 and I1.C.2, reprinted in the back of this volume.



veteran for purposes of the WOTC. Qualified first year wages of up to $12,000 paid to such
individuals would be eligible for the credit.

With respect to the Indian employment credit, the fiscal year 2013 budget proposal was
modified by adjusting the calculation of the credit.® Under the 2015 proposal, for tax years
beginning after December 31, 2014, the credit would be equal to 20 percent of the excess of
qualified wages and health insurance costs paid or incurred by an employer in the current tax
year over the amount of such wages and costs paid or incurred by the employer in the base year.
The base year costs would equal the average of such wages and costs for the two tax years prior
to the current tax year.

Analysis

Both the WOTC and Indian employment credit function as employer-side wage
subsidies. In theory, such employment tax credits can reduce the costs of employing workers,
increase demand for labor, and raise employment and wages. Two of the key issues in the
design of wage credits are (1) whether they should be incremental and subsidize only those wage
expenses that exceed a base level, and (2) whether they should be categorical and target the
wages of particular groups of individuals, or non-categorical and apply to the wages of all groups
of workers. While the WOTC is non-incremental and categorical, the Indian employment credit
is incremental and categorical. These design features have implications for the economic effects
of each credit.

Incremental vs. non-incremental credits

Wages credits are often implemented to encourage firms to increase employment and
wages. When designing such credits, it is natural to consider how one determines whether the
credits increased employment and wages. If the goal of a wage credit is to increase wages paid
by the firm, for example, economists typically take this to mean that wages paid by the firm
should be higher with the credit than they would be in the absence of the credit. As an
administrative matter, measuring the wage expenses a firm would incur absent a credit is
difficult--that outcome is not observed--which means that subsidizing only the portion of
increases in wage expenses attributable to a wage credit is not feasible. One can avoid this
measurement problem by designing a wage credit so that it applies to a company’s entire wage
bill. However, a credit structured in that manner will provide a tax benefit to employers who
have neither increased employment nor wages, thereby generating a windfall since benefits
accrue to taxpayers whose economic behavior has not changed.

Incremental credits, in contrast, limit such windfalls by subsidizing only the portion of
wage increases above some base level. This feature makes incremental credits more cost-
effective than non-incremental credits at raising employment and increasing wages. In

% The Indian employment credit calculation was first modified in the fiscal year 2014 budget proposal.
This modification was not described in Joint Committee on Taxation, Description of Certain Revenue Provisions
Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December 2013.



particular, incremental credits help reduce windfalls to the extent that the base level accurately
measures the amount of wage expense a firm would have incurred without the credit.

The WOTC is not an incremental credit and the overall WOTC benefits an employer
receives does not depend directly on changes in the number of workers it hires from WOTC-
targeted groups. For example, if an employer hires workers from WOTC-targeted groups in one
year, releases them, and replaces them with the same (or fewer) workers from WOTC-targeted
groups in another year, the employer can still receive a tax benefit even though there has been no
increase (and possibly a decrease) in the number of workers it is employing from WOTC-
targeted groups. Despite this feature, the overall number of workers a firm employs from
WOTC-targeted groups may be higher than it would be without the credit, even if there are year-
to-year changes in the number of employees from a WOTC-targeted group.

The Indian employment credit has the features of an incremental credit in the sense that it
subsidizes only the portion of qualified wages and health insurance costs paid or incurred by an
employer in excess of what was incurred in a base year. However, under present law the base
year is 1993, which, as the Administration notes in its proposal, may be an inappropriate base
year for purposes of an incremental credit. For example, if a firm employed no worker targeted
by the Indian employment credit in 1993, then the credit provides a subsidy for all qualified
employees employed by the firm in any subsequent year, even if there are no year-to-year
changes in hiring. The Administration’s proposal to change the base period to the two years
prior to a taxpayer’s current taxable year may make the Indian employment credit more targeted
and cost-effective.

Categorical vs. non-categorical subsidies

The economics literature has generally shown that categorical wage subsidies such as the
WOTC and Indian employment credit are less effective than non-categorical wage subsidies at
increasing employment.” Some economists have attributed this result to possible stigma effects
associated with being in a targeted group, since prospective employees must reveal that they are
members of a targeted group in order for their employer to claim the wage credit. One study
analyzed a wage credit for which welfare recipients were eligible, and found that job-seeking
welfare recipients aware of their eligibility for the program, and provided with vouchers that
employers could redeem for a direct cash subsidy upon hiring, were less likely to find
employment than job-seeking welfare recipients who did not know they were eligible for the
program and did not receive vouchers that revealed their status as welfare recipients.® The
author hypothesized that the vouchers had a stigmatizing effect and helped employers screen out

7 See the survey by David Neumark, “Spurring Job Creation in Response to Severe Recessions:
Reconsidering Hiring Credits,” Journal of Policy Analysis and Management, vol. 32, no. 1, pp. 142-171. The papers
reviewed in the survey generally found that wage subsidies are ineffective, and whatever positive effects they have
on employment tend to occur when the subsidy is combined with a job training component.

¥ Gary Burtless, “Are Targeted Wage Subsidies Harmful? Evidence from a Wage Voucher Experiment,”
Industrial and Labor Relations Review, vol. 39, no. 1, October 1985, pp. 105-114. In this study, welfare recipients
were individuals who participated in Aid to Families with Dependent Children or received general assistance.



welfare recipients, who the employers were presumably reluctant to hire despite the cash
subsidy.’

Even if a categorical wage subsidy does increase employment for a targeted group of
workers, that does not necessarily mean that overall employment increases. It may cause firms
to substitute non-targeted workers with targeted workers, thereby changing the composition of
employment but not the level; non-targeted workers are employed at the expense of targeted
workers. The potential job displacement effect of labor market policies targeting specific
individuals has been documented in a number of studies. For example, one study of a French job
placement assistance program for unemployed youths found that job gains by participants in the
program came partly at the expense of other workers.'® Non-categorical subsidies are more
effective to the extent that they do not provide incentives for firms to hire one group of workers
over another. In this respect, non-categorical subsidies are also more efficient because they do
not discourage firms from hiring employees with the best qualifications. However, some may
argue that categorical subsidies targeted at groups of workers who are on government assistance
because they are unemployed may reduce costs for the Federal government. (Among the groups
targeted by WOTC are individuals eligible for Temporary Aid to Needy Families and
Supplemental Security Income.)

D. Modify and Permanently Extend the Renewable Electricity
Production Tax Credit

Description of Modificationt

The fiscal year 2015 budget proposal extends the present law renewable electricity
production credit for facilities through 2014. For facilities the construction of which begins after
December 31, 2014, the proposal permanently extends the credit and makes it refundable. The
credit is also made available to otherwise eligible renewable electricity consumed directly by the
producer, rather than sold to an unrelated third party, to the extent that the production can be
independently verified. Solar facilities composed of property that currently qualifies for the
energy investment tax credit are made eligible for the renewable electricity production tax credit
in lieu of the investment tax credit through 2016. Solar facilities placed in service after 2016 are
only eligible for the renewable electricity production tax credit. The permanent 10-percent
investment credits for solar and geothermal property are repealed for property placed in service
after December 31, 2016.

There are three principal modifications relative to the fiscal year 2014 budget proposal.
First, the current proposal includes a one-year extension of present law (before any other
modifications take effect). Second, the current proposal adds the exception to the third-party sale

? 1bid., p. 105.

1% Bruno Crepon, Esther Duflo, Marc Gurgand, Roland Rathelot, Phillipe Zamora, “Do Labor Market
Policies Have Displacement Effects? Evidence from a Clustered Randomized Experiment,” The Quarterly Journal
of Economics, vol. 128, no. 2, May 2013, pp. 531-580.



rule for independently verified producer consumed electricity. Finally, the current proposal
repeals the 10-percent investment credits for solar and geothermal property.''

E. Modify and Permanently Extend the Deduction for
Energy Efficient Commercial Building Property

Description of Modificationt

The fiscal year 2014 budget proposal is modified by providing for a straight extension of
present law deduction levels for property placed in service in 2014, and also updates the energy
efficiency targets to reference the 2004 standards of the American Society of Heating,
Refrigerating, and Air Conditioning Engineers and the Illuminating Engineering Society of
North America (‘“ASHRAE/IESNA”), rather than the 2001 standards.'” For property placed in
service after 2014, the deduction levels increase to those proposed in the fiscal year 2014 budget
proposal, and the update to the 2004 standards continues to apply. As provided for in the fiscal
year 2014 budget proposal, the energy savings targets would be undated every three years by the
Secretary of the Treasury in consultation with the Secretary of Energy.

The fiscal year 2014 budget proposal is also modified with respect to its application to
existing buildings. The modification provides that existing buildings must meet the same 50
percent savings as new buildings, with no partial deductions allowed for buildings achieving
savings between 20 and 50 percent. The modification provides the same deduction amounts as
are provided for new buildings, rather than the greater amounts provided for in the fiscal year
2014 budget proposal. As provided for in the fiscal year 2014 budget proposal, the savings for
existing buildings would be measured relative to a comparison energy-use baseline using
methods and procedures provided by the Secretary of the Treasury in consultation with the
Secretary of Energy.

""" The fiscal year 2013 budget proposal is described in Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June 2012, pp.
124-132, and is modified by the fiscal year 2014 budget proposal, described in Joint Committee on Taxation,
Description of Certain Revenue Provisions Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-
13), December 2013, p. 5. The estimated budgetary effect of this proposal can be found at Joint Committee on
Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget
Proposal (JCX-36-14), Item I1.D., reprinted in the back of this volume.

12 The fiscal year 2014 budget proposal is described in Joint Committee on Taxation, Description of
Certain Revenue Provisions Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December
2013, p. 6. The estimated budgetary effect of the current proposal can be found at Joint Committee on Taxation,
Estimated Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal
(JCX-36-14), April 15,2014, Item IL.E, reprinted in the back of this volume.



PART III - TAX RELIEF FOR SMALL BUSINESSES
A. Extend Increased Expensing for Small Businesses

This proposal is substantially similar to a proposal found in last year’s budget proposal.
Last year’s proposal was a modification of the prior year’s proposal. That modification is
described in Joint Committee on Taxation, Description of Certain Revenue Provisions Contained
in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December 2013, p. 14, and the
original proposal is described in Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June
2012, pp. 741-744. The estimated budget effect of the current proposal can be found at Joint
Committee on Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the
President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April 15, 2014, Item IILA,
reprinted in the back of this volume.

B. Eliminate Capital Gains Taxation on Investments in Small Business Stock

Description of Modification

With respect to the proposal to eliminate capital gains taxation on investments in small
business stock, the fiscal year 2014 budget proposal is modified by clarifying that small business
stock can include stock acquired upon the exercise of warrants and options if the stock rights are
acquired at original issue from the corporation, and that all relevant holding periods for the stock
start on the date the stock is issued by the corporation to the taxpayer.13

C. Increase the Limitations for Deductible New Business Expenditures and
Consolidate Provisions for Start-Up and Organizational Expenditures

Present Law

A taxpayer may elect to deduct up to $5,000 of start-up expenditures in the taxable year
in which the active trade or business begins.'* A corporation or a partnership may elect to deduct
up to $5,000 of organizational expenditures in the taxable year in which the active trade or
business begins.'> However, in each case, the $5,000 amount is reduced (but not below zero) by
the amount by which the cumulative cost of start-up or organizational expenditures exceeds

" For a description of this proposal, see Joint Committee on Taxation, Description of Revenue Provisions
Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June 2012, pp. 133-134. The estimated
budgetary effect of this proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the
Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), Item I11.B,
reprinted in the back of this volume.

1 Sec. 195(b)(1)(A).

15 Secs. 248(a)(1) and 709(b)(1)(A).



$50,000.'® Pursuant to such election, the remainder of such start-up expenditures and
organizational expenditures may be amortized over a period of not less than 180 months,
beginning with the month in which the trade or business begins.'” A taxpayer is deemed to make
an election to deduct and amortize start-up or organizational expenditures for the applicable
taxable year, unless the taxpayer affirmatively elects to capitalize such amounts on a timely-filed
(including extensions) Federal income tax return.'® Capitalized amounts are recovered when the
business is sold, exchanged, or otherwise disposed."’

Start-up expenditures are amounts that would have been deductible as trade or business
expenses had they not been paid or incurred before business began.”® Organizational
expenditures are expenditures that are incident to the creation of a corporation or the
organization of a partnership, are chargeable to capital, and that would be eligible for
amortization had they been paid or incurred in connection with the organization of a corporation
or partnership with a limited or ascertainable life.”'

Description of Proposal

Under the proposal, the rules for start-up expenditures (section 195) and organizational
expenditures (sections 248 and 709) are consolidated into a single provision for “new business
expenditures.”” A taxpayer may elect to deduct up to $20,000 of new business expenditures in
the taxable year in which the active trade or business begins. The $20,000 amount is reduced
(but not below zero) by the amount by which the cumulative cost of new business expenditures
exceeds $120,000. Pursuant to such election, the remainder of such new business expenditures
may be amortized over a period of 180 months, beginning with the month in which the trade or
business begins.

New business expenditures include amounts incurred in connection with (1) investigating
the creation or acquisition of an active trade or business; (2) creating an active trade or business;
(3) any activity engaged in for profit and for the production of income before the day on which

1% Secs. 195(b)(1)(A)(ii), 248(a)(1)(B) and 709(b)(1)(A)(ii). However, for taxable years beginning in
2010, the Small Business Jobs Act of 2010, Pub. L. No. 111-240, increased the amount of start-up expenditures a
taxpayer could elect to deduct to $10,000, with a phase-out threshold of $60,000. Sec. 195(b)(3).

17 Secs. 195(b)(1)(B), 248(a)(2) and 709(b)(1)(B).

' Treas. Reg. secs. 1.195-1(b), 1.248-1(c), 1.709-1(b)(2).

1 Secs. 195(b)(2) and 709(b)(2). See also Treas. Reg. sec. 1.709-1(b)(3) and Kingsford Co. v.
Commissioner, 41 T.C. 646 (1964).

2 Sec. 195(c)(1).
1 Secs. 248(b) and 709(b)(3).
** The estimated budgetary effect of this proposal can be found at Joint Committee on Taxation, Estimated

Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-
14), Item III.C., reprinted in the back of this volume.



the active trade or business begins, in anticipation of such activity becoming an active trade or
business; and (4) expenditures that are incident to the creation of an entity taxed as a corporation
or partnership, that are chargeable to a capital account, and that are of a character which (if
expended incident to the creation of a corporation or partnership having a limited life) would be
amortizable over such life.

Effective date.—The proposal is effective for taxable years ending on or after the date of
enactment.

Analysis

Beginning in 2004, an election to deduct up to $5,000** of start-up or organizational
expenditures in the taxable year in which the active trade or business begins has been available to
taxpayers. Congress’s rationale for allowing a fixed amount of start-up or organizational costs to
be deductible, rather than requiring their amortization, was to help encourage the formation of
new businesses.”

To measure economic income accurately, cost recovery allowances should coincide with
the period over which a taxpayer recoups the cost of its investment. Thus, accelerated cost
recovery increases the economic return to initial investments in new businesses. The
Administration’s proposal lowers the after-tax cost of creating or organizing a new business by
permitting the deduction of an amount up to $20,000 of new business expenditures rather than
requiring those amounts to be capitalized and recovered either when the business is sold or
through amortization deductions over 180 months.

By increasing the $5,000 deduction amount and the $50,000 phase-out threshold amount
to $20,000 and $120,000, respectively, the proposal has the effects of generally permitting a
larger deduction for businesses that qualify and permitting larger businesses to obtain the tax
benefit of the deduction. Some may argue that this result is inconsistent with the policy goal of
limiting the deduction to small businesses. On the other hand, it could be argued that there is no
rationale for limiting the deduction to businesses below a particular size or with capital
expenditures below a certain level if another goal of the proposal is to spur business creation or
organization more generally.

For small firms, immediate expensing results in simplification, as those businesses that
spend less than $20,000 are not required to capitalize and amortize such amounts. Advocates of
the provision may take the position that allowing a taxpayer to elect to deduct a fixed amount in
the year its active trade or business begins eliminates recordkeeping requirements with respect to

2 The American Jobs Creation Act of 2004, Pub. L. No. 108-357, sec. 902. Prior to 2004, taxpayers could
elect to amortize start-up and organizational expenditures over a period of not less than 60 months.

** The relevant amount for start-up expenditures was increased to $10,000 for 2010. The Creating Small
Business Jobs Act 0of 2010, Pub. L. No. 111-240, sec. 2031.

2 See, e.g., Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in the 108"
Congress (JCS-5-05), May 2005, p. 504.
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the new business expenditures and, thus, is more consistent with simplification of the tax law and
administrative efficiency of the tax code. However, as long as some, but not all, of the
taxpayer’s new business expenditures are expensed, the taxpayer must still keep records for the
remaining amount subject to capitalization and amortization.

An alternative argument can be made that the deduction and the phase-out amounts
provided for in 2004 should be adjusted for inflation and that the increased amounts, in part,
reflect the effect of inflation since 2004. If such amounts were adjusted for inflation, the amount
eligible and phase-out amount under section 195 or sections 248 and 709 would be increased to
roughly $6,200 and $62,000, respectively, for 2014.

D. Expand and Simplify the Tax Credit Provided to Qualified Small Employers
for Non-Elective Contributions to Employee Health Insurance

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 138-145. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item II1.D, reprinted in the back of this volume.
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PART IV — INCENTIVES TO PROMOTE REGIONAL GROWTH
A. Modify and Permanently Extend the New Markets Tax Credit

This proposal is substantially similar to a proposal found in last year’s budget proposal.
Last year’s proposal was a modification of the prior year’s proposal. That modification is
described in Joint Committee on Taxation, Description of Certain Revenue Provisions Contained
in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December 2013, p. 15, and the
original proposal is described in Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June
2012, pp. 146-151. The estimated budget effect of the current proposal can be found at Joint
Committee on Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the
President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April 15, 2014, Item IV.A,
reprinted in the back of this volume.

B. Restructure Assistance to New York City, Provide Tax Incentives
for Transportation Infrastructure

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 178-179. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item IV B, reprinted in the back of this volume.

C. Reform and Expand the Low-Income Housing Tax Credit

1. Allow States to convert private activity bond volume cap into low-income housing tax
credits

Description of Modification

The fiscal year 2015 budget proposal modifies the prior year budget proposal® by (1)
clarifying the applicable percentage that is used for the conversion ratio; (2) increasing the State-
by-State limit on annual conversions from seven percent to eight percent of the private activity
bond volume cap that the State receives for that year; and (3) providing alternative qualification
by building owners for low-income housing tax credits associated with buildings financed with
private activity bonds.

% The fiscal year 2014 budget proposal is described in Joint Committee on Taxation, Description of
Certain Revenue Provisions Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December
2013, pp. 18-20. The estimated budgetary effect of the current proposal can be found at Joint Committee on
Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget
Proposal (JCX-36-14), April 15, 2014, Item IV.C.1, reprinted in the back of this volume.
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For each $1,000 of private activity volume cap surrendered, the State receives additional
allocable low-income housing tax credits for the calendar year equal to $1,000 times twice the
applicable percentage that applies for private-activity-bond-financed buildings under present
law.”’

Instead of obtaining 30-percent credits by financing at least 50 percent of the aggregate
basis of a low-income housing project with qualified private activity bonds, the proposal allows a
taxpayer to obtain 30-percent credits by satisfying two new criteria. The project must be
allocated private activity volume cap in an amount not less than the amount of bonds that would
be necessary to qualify for low-income housing tax credits under the 50-percent rule, and the
volume cap allocation to the project must reduce the State’s remaining volume cap as if the
bonds had been issued.

Analysis of Modification

The alternative qualification aspect of the proposal allows projects to receive low-income
housing credits without being financed by tax-exempt private activity bonds. Part of the
rationale for a lower subsidy rate for projects that are financed with tax-exempt bonds is that the
Federal government is already providing a subsidy to such projects through allowing a developer
a lower cost of financing. That is, tax-exempt bonds typically carry a lower interest coupon than
otherwise similar taxable bonds. However, there may be other costs associated with issuing
qualified private activity bonds, including fixed costs of issuing such bonds. These may be
sufficiently high such that a developer prefers to use taxable financing.

If a developer wishes to use taxable financing for a low-income housing project, the
project competes for the limited supply of 70-percent credits. The proposal may increase the
supply of credits for non-Federally subsidized projects, and at the 30-percent rate.

2. Encourage mixed income occupancy by allowing low-income housing tax credit-
supported projects to elect a criterion employing a restriction on average income

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 186-188. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item IV.C.2, reprinted in the back of this volume.

3. Change formulas for 70 percent PV and 30 percent PV low-income housing tax credits

This proposal is substantially similar to a proposal found in last year’s budget proposal.
Last year’s proposal was a modification of the prior year’s proposal. That modification is

*7 This applicable percentage is unaffected by the subsequent budget proposal to change the formula for
determining 70-percent and 30-percent allocated credits.
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described in Joint Committee on Taxation, Description of Certain Revenue Provisions Contained
in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13), December 2013, pp. 21-22,
and the original proposal is described in Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June
2012, pp. 195-197. The estimated budget effect of the current proposal can be found at Joint
Committee on Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the
President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April 15, 2014, Item IV.C.3,
reprinted in the back of this volume.

4. Add preservation of Federally assisted affordable housing to allocation criteria

This proposal is substantially similar to a proposal found in last year’s budget proposal.
That proposal is described in Joint Committee on Taxation, Description of Certain Revenue
Provisions Contained in the President’s Fiscal Year 2014 Budget Proposal (JCS-4-13),
December 2013, p. 22. The estimated budget effect of the current proposal can be found at Joint
Committee on Taxation, Estimated Budget Effects of the Revenue Provisions Contained in the
President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April 15, 2014, Item IV.C.4,
reprinted in the back of this volume.

5. Make the low-income housing tax credit beneficial to real estate investment trusts

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 188-195. The estimated budgetary effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item IV.C.5, reprinted in the back of this volume.

6. Implement requirement that low-income housing tax credit supported housing protect
victims of domestic abuse

Present Law

In general

The low-income housing tax credit (“LIHTC”’) may be claimed over a 10-year period for
the cost of building rental housing occupied by tenants having incomes below specified levels.?
The amount of the credit for any taxable year in the credit period is the applicable percentage of
the qualified basis of each qualified low-income building. The qualified basis of any qualified
low-income building for any taxable year equals the applicable fraction of the eligible basis of
the building. Eligible basis is generally adjusted basis at the close of the first taxable year of the
credit period.

28 Sec. 42.
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Long-term commitment to low-income housing

No credit is allowed with respect to any building for the taxable year unless an extended
low-income housing commitment is in effect as of the end of such taxable year. An extended
low-income housing commitment is any agreement between the taxpayer and the housing credit
agency that (1) (a) requires that the applicable fraction for the building for each taxable year in
the extended use period not be less than the applicable fraction specified in such agreement and
(b) prohibits the eviction or termination of tenancy (other than for good cause) of an existing
tenant of any low-income unit, or any increase in the gross rent with respect to such unit not
otherwise permitted; (2) allows individuals who meet the income limitation applicable to the
building the right to enforce in any State court the requirement and prohibitions of (1); (3)
prohibits the disposition to any person of any portion of the building to which such agreement
applies unless all of the building to which such agreement applies is disposed of to such person;
(4) prohibits the refusal to lease to a holder of a section 8 voucher because of the status of the
prospective tenant as such a holder; (5) is binding on all successors of the taxpayer; and (6) is
recorded pursuant to State law as a restrictive covenant with respect to such property.

Violence Against Women Reauthorization Act of 2013

The Violence Against Women Reauthorization Act of 2013* provides that an applicant
for or tenant of housing assisted under a covered housing program may not be denied admission
to, denied assistance under, terminated from participation in, or evicted from the housing on the
basis that the applicant or tenant is or has been a victim of domestic violence, dating violence,
sexual assault, or stalking, if the applicant or tenant otherwise qualifies for admission, assistance,
participation, or occupancy. The low income housing tax credit program is a covered housing
program for purposes of the Violence Against Women Reauthorization Act of 2013.

General public use requirement

To be eligible for the low-income housing credit, the residential units in a qualified low-
income housing project must be available for use by the general public. A project is available for
general public use if: (1) the project complies with housing nondiscrimination policies including
those set forth in the Fair Housing Act (42 U.S.C. 3601), and (2) the project does not restrict
occupancy based on membership in a social organization or employment by specific
employers.” In addition, any residential unit that is part of a hospital, nursing home, sanitarium,
lifecare facility, trailer park, or intermediate care facility for the mentally or physically
handicapped is not available for use by the general public.

A project that otherwise meets the general public use requirements above does not fail to
meet the general public use requirement solely because of occupancy restrictions or preferences
that favor tenants: (1) with special needs; (2) who are members of specified group under a

2 Pub. L. No. 113-4, sec. 601.

% See Treas. Reg. sec. 1.42-9.
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Federal program or State program or policy that supports housing for such a specified group; or
(3) who are involved in artistic and literary activities.

Description of Proposal

The proposal requires extended low-income housing commitments to provide protections
for a victim of domestic violence, dating violence, sexual assault, or stalking (collectively,
“domestic abuse™).”’ An owner may not refuse to rent to a victim of domestic abuse. Under the
Violence Against Women Reauthorization Act of 2013, being a victim of domestic abuse is not
good cause for terminating a tenant’s occupancy. Under the proposal, an owner may bifurcate
the lease to treat a tenant or lawful occupant who engaged in criminal activity directly relating to
domestic abuse differently from a tenant or lawful occupant who is a victim of that criminal
activity. In the event that one tenant’s occupancy is terminated due to criminal activity related to
domestic abuse, the low-income status of the victim is not required to be tested as if the
continuing occupant were a new tenant.

These protections are enforceable in any State court by any prospective, present, or
former occupant of the building, whether or not that occupant meets the income limitations
applicable to the building.

The proposal further provides that restrictions or preferences that favor victims of
domestic abuse satisfy the “special needs” exception to the general public use requirement.

Effective Date

The proposal relating to extended low-income housing commitments is effective for
extended low-income housing commitments that are either first executed, or subsequently
modified, 30 days or more after the date of enactment.

The proposal related to the general public use requirement is effective for taxable years
ending after the date of enactment.

Analysis

The proposal codifies a provision of the Violence Against Women Reauthorization Act of
2013 with respect to the low-income housing tax credit into the relevant provision of the Internal
Revenue Code. While this largely represents a codification of present law, it provides some
rules as to the enforcement of the protections for victims of domestic abuse.

The proposal relating to the general public use requirement is not expected to alter the
utilization of low-income housing credits substantially.

3! The estimated budgetary effect of this proposal can be found at Joint Committee on Taxation, Estimated
Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-
14), Item IV.C.6, reprinted in the back of this volume.
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PART V — REFORM U.S. INTERNATIONAL TAX SYSTEM

A. Defer Deduction of Interest Expense Related to Deferred
Income of Foreign Subsidiaries

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 299-320. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item V.A, reprinted in the back of this volume.

B. Determine the Foreign Tax Credit on a Pooling Basis

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 321-332. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item V.B, reprinted in the back of this volume.

C. Tax Currently Excess Returns Associated with Transfers
of Intangibles Offshore

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 333-353. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item V.C, reprinted in the back of this volume.

D. Limit Shifting of Income Through Intangible Property Transfers

Description of Modification

The fiscal year 2015 budget proposal modifies an earlier proposal first offered for fiscal
year 2013 by stating that it “provides” rather than “clarifies” that the definition of intangible
property for all purposes of sections 367 and 482 includes workforce in place, goodwill and
going concern value. It also proposes replacing the phrase “any similar item,” found in clause
(vi) of section 936(h)(3)(B)(vi), with the phrase “any other item owned or controlled by a
taxpayer that is not a tangible or financial asset.” The modification further states that no
inference is intended with respect to the scope of the definition of intangible property under
present law. Finally, the modification clarifies that the proposed rule, under which the
Commissioner may value the intangible properties on an aggregate basis where doing so
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achieves a more reliable result, extends to transfers of intangible property in combination with
other property or services as well as to transfers of multiple intangible properties.*

E. Disallow the Deduction for Excess Non-Taxed Reinsurance
Premiums Paid to Affiliates

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 372-389. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item V.E, reprinted in the back of this volume.

F. Restrict Deductions for Excessive Interest of Members
of Financial Reporting Groups

Present Law

A domestic corporation with a foreign parent may reduce the U.S. tax on the income
derived from its U.S. operations through the payment of deductible amounts such as interest,
rents, royalties, premiums, and management service fees to the foreign parent or other foreign
affiliates that are not subject to U.S. tax on the receipt of such payments. Generating
inappropriately large U.S. tax deductions in this manner is known as “earnings stripping.”
Although foreign corporations generally are subject to a gross-basis U.S. withholding tax at a flat
30-percent rate on the receipt of such payments if they are from sources within the United States,
this tax may be reduced or eliminated under an applicable income tax treaty. The term “earnings
stripping” applies more broadly to the generation of inappropriately large deductions for interest,
rents, royalties, premiums, management fees, and similar types of payments in the circumstances
described above. However, for purposes of the discussion of the Administration’s proposal, the
term “earnings stripping” will refer herein to the special case of the generation of excessive
interest deductions.

Earnings stripping limitations

Present law limits the ability of foreign corporations to reduce the U.S. tax on the income
derived from their U.S. operations through earnings stripping transactions. If the payor’s debt-
to-equity ratio exceeds 1.5 to 1 (a debt-to-equity ratio of 1.5 to 1 or less is considered a “safe
harbor”), a deduction for “disqualified interest” paid or accrued by the payor in a taxable year is

b (13

generally disallowed to the extent that the payor’s “net interest expense” (i.€., the excess of

32 The fiscal year 2013 budget proposal is described in Joint Committee on Taxation, Description of
Certain Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June 2012,
pp. 354-371. The estimated budgetary effect of the current proposal can be found at Joint Committee on Taxation,
Estimated Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal
(JCX-36-14), April 15,2014, Item V.D., reprinted in the back of this volume.
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interest paid or accrued over interest income) exceeds 50 percent of its “adjusted taxable
income” (generally taxable income computed without regard to deductions for net interest
expense, net operating losses, domestic production activities under section 199, depreciation,
amortization, and depletion).”> Disqualified interest includes interest paid or accrued to

(1) related parties when no Federal income tax is imposed with respect to such interest,* or
(2) unrelated parties in certain instances in which a related party guarantees the debt
(“guaranteed debt”). Interest amounts disallowed under these rules can be carried forward
indefinitely and are allowed as a deduction to the extent of excess limitation in a subsequent tax
year. In addition, any excess limitation (i.e., the excess, if any, of 50 percent of the adjusted
taxable income of the payor over the payor’s net interest expense) can be carried forward three
years.

Description of Proposal

The Administration’s proposal limits the amount of U.S. interest expense that a member
of a financial reporting group can deduct to the sum of the member’s interest income plus its
proportionate share of the financial reporting group’s net interest expense computed under U.S.
income tax principles. A financial reporting group is a group that prepares consolidated financial
statements in accordance with U.S. Generally Accepted Accounting Principles (“GAAP”),
International Financial Reporting Standards (“IFRS”), or other method authorized by the
Secretary under regulations.” The proportionate share is determined based on the member’s
share of the financial reporting group’s earnings (computed by adding back net interest expense,
taxes, depreciation, and amortization) as reflected in the group’s financial statements. However,
if the member fails to substantiate its proportionate share of the group’s net interest expense, the
member’s interest deduction is limited to 10 percent of its adjusted taxable income (as computed
under section 163(j)). A member has the option of electing into this alternative treatment of its
interest deduction limitation.

Disallowed interest under this proposal can be carried forward indefinitely and any
excess limitation for a tax year can be carried forward to the three subsequent tax years.

U.S. subgroups are considered a single member of a financial reporting group under this
proposal. A U.S. subgroup is defined as any U.S. entity that is not owned directly or indirectly
by another U.S. entity, and all members (domestic or foreign) that are owned directly or
indirectly by such entity; this rule effectively limits application of the proposal to foreign-
controlled domestic corporations. If a U.S. member of a U.S. subgroup owns stock of one or
more foreign corporations, this proposal applies before the Administration’s proposal to defer

3 Sec. 163()).

3 If a tax treaty reduces the rate of tax on interest paid or accrued by the taxpayer, the interest is treated as
interest on which no Federal income tax is imposed to the extent of the same proportion of such interest as the rate
of tax imposed without regard to the treaty, reduced by the rate of tax imposed under the treaty, bears to the rate of
tax imposed without regard to the treaty. Sec. 163(G)(5)(B).

> The International Financial Reporting Standards are a set of accounting standards commonly used for
the preparation of financial statements of public companies listed in countries outside the United States.
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deduction of interest expense allocable to deferred foreign earnings.*® Any interest expense
incurred by the U.S. subgroup that remains currently deductible after application of this proposal
is subject to deferral to the extent that the expense is allocable to deferred foreign earnings.

Financial services entities are exempt from this proposal, and they are excluded from
financial reporting groups when applying this proposal to other members of the group. The
proposal also exempts financial reporting groups that would otherwise report less than $5 million
of net interest expense, in the aggregate, on one or more U.S. income tax returns for a taxable
year. Taxpayers subject to this proposal are exempt from the application of section 163(j), but
section 163(j) continues to apply to taxpayers exempt from this proposal.

The proposal grants the Secretary the authority to issue any Treasury regulations
necessary to carry out the purposes of the proposal, including: (1) coordinating the application
of the proposal with other interest deductibility rules; (2) defining financial services entities; (3)
permitting financial reporting groups to compute the group’s non-U.S. net interest expense
without making certain adjustments required under U.S. income tax principles; and (4) providing
for the treatment of pass-through entities. For financial reporting groups that do not prepare
financial statements under U.S. GAAP or IFRS, it is expected that regulations would generally
allow the use of financial statements prepared under other countries’ generally accepted
accounting principles in appropriate circumstances.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2014.

Analysis

Tax treatment of debt and equity

Corporations typically finance their operations through debt, equity, or a mix of both.
While corporations can deduct the interest payments made to holders of theirs debt, they cannot
deduct the dividend payments made to their equity investors. The differing tax treatment of debt
relative to equity may encourage firms to borrow more than they would absent tax
considerations. Some researchers have estimated that the value of the interest deduction can
account for up to approximately nine percent of a firm’s value, and that a number of firms can
increase their value by borrowing more, although some studies have concluded that these
estimates are overstated and that most firms have tax-efficient capital structures.®’

Debt may be a tax-favored source of financing for corporations regardless of whether
they have purely domestic operations or also operate overseas. However, for those corporations

3% Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2015 Revenue
Proposals, March 2014, pp. 42-43.

37 For a discussion, see John Graham, “Do Taxes Affect Corporation Decisions? A Review,” in G.M.
Constantinides, Milton Harris, and Rene M. Stulz (eds.), Handbook of the Economics of Finance, vol. 2A, North-
Holland Publishing Co., 2013, pp. 123-210.
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that do operate overseas, debt may also serve as a channel for stripping earnings from high-tax
jurisdictions to low-tax jurisdictions. This can be achieved, for example, if a foreign-controlled
U.S. corporation borrows from a related foreign affiliate located in a low-tax jurisdiction. In this
case, the interest expense incurred by the U.S. corporation may be deductible but the interest
income received by the related foreign affiliate may be includible at a low tax rate. A similar
result cannot be achieved by U.S.-controlled corporations, because the interest income received
by controlled foreign corporations (“CFCs”) is generally taxed as subpart F income, and because
a loan to the U.S. parent corporation is generally considered an investment in U.S. property
subject to inclusion under section 956. Therefore, even though both purely domestic
corporations and multinational corporations may borrow more because interest expenses can be
deducted, multinational corporations have an additional incentive to increase leverage if they can
strip earnings from high-tax jurisdictions to low-tax jurisdictions through related-party
borrowing. A number of empirical studies support the conclusion that multinationals are more
leveraged in high-tax jurisdictions.” Studies have also found that internal borrowing is more
sensitive to taxes than external borrowing, which is consistent with the hypothesis that
multinational corporations can, and do, exercise greater latitude with borrowing in high-tax
jurisdictions than purely domestic corporations.”” However, these results do not separately
identify overleveraging arising from (1) the differential tax treatment of debt relative to equity
and (2) earnings stripping. One general prediction from the economics literature is that the
leverage of a corporation increases as the tax rate it faces increases, since the value of interest
deductions rises with the corporate tax rate. Therefore, even in the absence of earnings-stripping
motives, a multinational corporation’s optimal capital structure may involve higher leverage in
high-tax jurisdictions than low-tax jurisdictions.

Implications for the Administration’s proposal

The Administration’s proposal aims to limit the extent to which foreign-parented
multinationals can shift profits by disproportionately leveraging their U.S. affiliates. However, it
is unclear how one determines whether a U.S. affiliate is overleveraged. Even if the U.S.
affiliates of a foreign multinational corporation are more highly leveraged than their non-U.S.
counterparts, it is not necessarily the case that this arises because of earnings stripping. As
discussed above, it may be the case that a firm’s optimal capital structure involves being more
highly leveraged in high-tax jurisdictions than low-tax jurisdictions, absent the motive to strip
earnings. Therefore, some may contend that the Administration’s proposal does not properly
distinguish leverage arising from the differential tax treatment of debt and equity from leverage
that results from earnings stripping, which is the presumptive target of the Administration’s
proposal.

Interest expense deductibility is not limited under section 163(j) if the debt-to-equity ratio
of a foreign corporation’s U.S. affiliates is no greater than 1.5 to 1. Supporters of the

** For example, see Harry Huizinga, Luc Laeven, and Gaeten Nicodeme, “Capital Structure and
International Debt Shifting,” Journal of Financial Economics, vol. 88, no. 1., pp. 80-118.

3% Mihir Desai, C. Fritz Foley, and James R. Hines, Jr., “A Multinational Perspective on Capital Structure
Choice and Internal Capital Markets,” The Journal of Finance, vol. 59, no. 6, pp. 2451-2487.
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Administration’s proposal may contend that it improves on section 163(j) by taking into account
relative leverage and the inappropriateness of the safe harbor’s uniformity across industries when
the optimal capital structures of corporations differ widely by industry. For example, debt-to-
equity ratios in the utility, chemical and transportation industries are significantly higher than
debt ratios in the pharmaceutical industry. ** Therefore, a company in a low-leverage industry
may meet the safe harbor even if it is disproportionately leveraged, while a company in a high-
leverage industry may not be able to meet the safe harbor even if it is disproportionately
underleveraged. However, even if one agrees that these are flaws in section 163(j), it is unclear
why financial services entities should be exempt from the Administration’s proposal. A
distinguishing feature of financial corporations in general is that a large part of their business
involves borrowing and lending, which may make a leverage rule appropriate for non-financial
corporations inappropriate for financial corporations because of the large gross flows of interest
income and expenses in the financial services industry. However, the earnings stripping
techniques available to nonfinancial corporations are available to financial corporations as well.
Moreover, the Administration’s proposal may already address some concerns specific to the
financial services industry by basing a member’s U.S. interest deduction partly on its
proportionate share of the financial reporting group’s earnings, therefore taking into account
relative leverage in the same way that relative leverage is accounted for in non-financial
industries. Under this view, an earnings stripping proposal applicable to both financial and non-
financial corporations may be more appropriate.

Critics of the proposal may also argue that the Administration’s proposal does not
adequately measure leverage itself. The net interest expense incurred by a financial reporting
group reflects borrowing levels more so than leverage: a corporation’s leverage may be low, but
borrowing levels may be high, if the corporation has a large amount of equity. Moreover, if
foreign borrowing rates are higher than U.S. borrowing rates, the overall cost of foreign
borrowing may be higher than the overall cost of U.S. borrowing even if the amount of debt
incurred by U.S. affiliates is proportionate to that incurred by all other members of the financial
reporting group. Therefore, the Administration’s proposal may be more directly targeted at the
consequences of borrowing on the U.S. tax base, rather than borrowing levels themselves. In
addition, some may contend that because tax rules provide no clear line distinguishing debt from
equity, formulas for interest expense deductibility based on balance sheet measures of leverage
may not actually measure true leverage. However, the Administration’s proposal potentially
sidesteps this issue by not explicitly taking into account a corporation’s balance sheet in
computing limitations on interest expense deductibility.

Some may argue that determining interest expense limitations on the basis of a U.S.
member’s share of the financial reporting group’s earnings may not be appropriate if (1) debt is
generally incurred to support the purchase of assets and (2) the return on assets for a particular
foreign-parented corporation is higher overseas than in the United States. If this is the case, then
the U.S. member’s interest expense limitation may be too low. However, it is unclear how one
would determine whether this interest expense limitation is too low (or too high). A rule based

% See Stewart C. Myers, “Capital Structure,” Journal of Economic Perspectives, vol. 15, no. 2, Spring
2001, pp. 81-102.
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on a U.S. member’s proportionate share of its financial reporting group’s assets, rather than
earnings, may be more appropriate under this view. However, some may point out that it is
difficult to evaluate whether this proposal, section 163(j), or any other type of rule limiting
interest expense, would result in a limitation that is too low or too high.

Book-tax differences

Although the Administration’s proposal relies on U.S. income tax principles when
calculating a financial reporting group’s net interest expense, it uses financial statement
information when determining the group’s earnings. This may facilitate administration of the
proposal because foreign-controlled groups may face difficulty in computing income under U.S.
tax principles.*’ However, some may view this as a disadvantage of the proposal because
financial accounting rules differ from tax accounting rules in ways that could influence the
calculation of a U.S. member’s interest expense deduction limitation. For example, dividends
received by a corporation from stock in an unrelated corporation is included fully in income for
financial accounting purposes, but may be eligible for a dividends received deduction for tax
accounting purposes.

There are also differences between U.S. GAAP and IFRS that should be considered when
evaluating the Administration’s proposal. For example, IFRS does not allow for the use of the
last-in, first-out (“LIFO”) method of accounting for inventories,*” while taxpayers are allowed to
use LIFO under GAAP and the Code. To the extent that LIFO permits greater deductions for
cost of goods sold when compared to an allowable inventory method under IFRS such as the
first-in, first-out (“FIFO”) method,* a financial reporting group’s earnings may be lower under
GAAP then IFRS.** Treasury may have authority to address this discrepancy under the rule-
making authority granted by the Administration’s proposal.

G. Modify Tax Rules for Dual Capacity Taxpayers

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 403-410. The estimated budgetary effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item V.G, reprinted in the back of this volume.

*I' Furthermore, interest expense is determined under U.S. tax principles, but the proposal contemplates
regulations that would simplify the process of calculating a non-U.S. member’s net interest expense for this purpose.

2 The LIFO method assumes that the items in ending inventory are those earliest acquired by the taxpayer.

* The FIFO method assumes that the items in ending inventory are those most recently acquired by the
taxpayer.

* When costs are rising, the LIFO method results in a higher measure of costs of goods sold and,
consequently, a lower measure of income when compared to the FIFO method.
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H. Tax Gain from the Sale of a Partnership Interest on Look-Through Basis

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 411-416. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15,2014, Item V.H, reprinted in the back of this volume.

I. Prevent Use of Leveraged Distributions From Related
Corporations to Avoid Dividend Treatment

Description of Modification

The fiscal year 2014 budget proposal is modified by including domestic corporations as
either the funding or distributing corporation.” The 2014 proposal states that to the extent a
foreign corporation (the “foreign funding corporation’) funds a second, related foreign
corporation (the “foreign distributing corporation”) with a principal purpose of avoiding
dividend treatment on distributions to a U.S. shareholder, the U.S. shareholder’s basis in the
stock of the foreign distributing corporation is not taken into account for the purpose of
determining the treatment of the distribution under section 301. Under the fiscal year 2015
proposal, the rule applies to the extent a corporation (foreign or domestic) funds a second, related
corporation (foreign or domestic).

J. Extend Section 338(h)(16) to Certain Asset Acquisitions

This proposal is substantially similar to a proposal found in the President’s fiscal year
2013 budget proposal. For a description of that proposal, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget
Proposal (JCS-2-12), June 2012, pp. 423-425. The estimated budget effect of the current
proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April
15, 2014, Item V.J, reprinted in the back of this volume.

* The fiscal year 2013 budget proposal is described in Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June 2012, p. 417.
The fiscal year 2014 budget proposal is identical to the fiscal year 2013 budget proposal. The estimated budgetary
effect of the current proposal can be found at Joint Committee on Taxation, Estimated Budget Effects of the Revenue
Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-14), April 15,2014, Item V.1,
reprinted in the back of this volume.
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K. Remove Foreign Taxes from a Section 902 Corporation’s
Foreign Tax Pool When Earnings Are Eliminated

Description of Modification

The fiscal year 2014 budget proposal is modified by addition of the statement that no
inference is intended regarding the determination of the amount of foreign taxes deemed paid
under current law.*

L. Create A New Category of Subpart F Income for Transactions
Involving Digital Goods or Services

Present Law
General

The United States has a worldwide tax system under which U.S. resident individuals and
domestic corporations generally are taxed on all income, whether derived in the United States or
abroad. A foreign tax credit, subject to certain limitations, is generally available to provide relief
from double taxation of income earned abroad. Income earned in the United States and foreign
income earned directly or through a pass through entity such as a partnership is generally taxed
as the income is earned. By contrast, active foreign business earnings that a U.S. person derives
indirectly through a foreign corporation generally are not subject to U.S. Federal income tax until
such earnings are repatriated to the United States through a dividend distribution of those
earnings to the U.S. person. Category-by-category rules apply to determine whether income has
a U.S. source or a foreign source. Various tax regimes circumscribe the ability of U.S. persons
to defer income by restricting or eliminating tax deferral with respect to certain categories of
passive or highly mobile income. One of the main anti-deferral regimes is the controlled foreign
corporation (“CFC”) subpart F regime.*” Additionally, the transfer pricing rules are designed to
preserve the U.S. tax base.

* For a description of this proposal, see Joint Committee on Taxation, Description of Revenue Provisions
Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June 2012, pp. 426-431. This
description included a question about the extent to which the proposal modified present law. Ibid, pp. 428-30. More
recently, the Internal Revenue Service has issued guidance in which it concludes that when a foreign corporation’s
post-1986 undistributed earnings are reduced under section 312(a) in a section 302(a) redemption, a corresponding
reduction of the foreign corporation’s post-1986 foreign income taxes is required. See IRS Chief Counsel Generic
Legal Advice Memorandum 2013-006 (Sept. 30, 2013). This conclusion is consistent with the view that the budget
proposal represents present law.

The estimated budgetary effect of this proposal can be found at Joint Committee on Taxation, Estimated
Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal (JCX-36-
14), Item V K, reprinted in the back of this volume.

47 Secs. 951-956.
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Sourcing rules

Rules for determining the source of certain types of income are specified in the Code.
Various factors determine the source of income for U.S. tax purposes, including the status or
nationality of the payor, the status or nationality of the recipient, the location of the recipient’s
activities that generate the income, and the situs of the assets that generate the income. In order
to properly apply the sourcing rules to certain transactions, Treasury regulations include
provisions addressing the classification of transactions involving computer programs.48 These
regulations generally require that transactions are treated as being solely within one of four
categories, (1) a transfer of a copyright right in the computer program, (2) a transfer of a copy of
the computer program (a copyrighted article), (3) the provision of services for the development
or modification of the computer program, or (4) the provision of know-how relating to the
computer programming techniques.

A transfer of a computer program is treated as a transfer of a copyright right if, as a result
of the transaction, a person acquires any of the following rights, (1) the right to make copies of
the computer program for purposes of distribution to the public by sale or other transfer of
ownership, or by rental, lease or lending, (2) the right to prepare derivative computer programs
based upon the copyrighted computer program, (3) the right to make a public performance of the
computer program, or (4) the right to publicly display the computer program.”’ A transfer of a
computer program is treated as a transfer of a copyrighted article if the acquirer does not acquire
any of the rights described above, and the transaction does not involve the provision of services
or of know-how.”' The determination of whether a transaction is treated as the provision of
services is based on the facts and circumstances of the transaction.®> The provision of
information with respect to a computer program is treated as the provision of know-how only if
the information is (1) information relating to computer programming techniques, (2) furnished
under conditions preventing unauthorized disclosure specifically contracted for between the
parties, and (3) considered property subject to trade secret protection.

Subpart F

Under the subpart F rules, a 10 percent-or-greater U.S. shareholder (“United States
shareholder”) of a CFC is subject to U.S. tax currently on its pro rata share of certain income
earned by the CFC, whether or not such income is distributed to the shareholder. A CFC is
defined generally as a foreign corporation with respect to which United States shareholders own
more than 50 percent of the combined voting power or total value of the stock of the corporation.

Treas. Reg. sec. 1.861-18.
Treas. Reg. sec. 1-861-18(b)(1).
% Treas. Reg. sec. 1.861-18(c)(1)(i).

Treas. Reg. se

o

. 1.861-18(c)(1)(ii).

Treas. Reg. sec. 1.861-18(d).
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. . . . . . 53

Income subject to current inclusion under subpart F includes foreign base company income.

Foreign base company income includes foreign personal holding company income,> foreign
. 35 . . .

base company sales income,” and foreign base company services income.

Foreign personal holding company income

Foreign personal holding company income generally consists of the following: (1)
dividends, interest, royalties, rents, and annuities; (2) net gains from the sale or exchange of (a)
property that gives rise to the preceding types of income, (b) property that does not give rise to
income, and (c) interests in trusts, partnerships, and real estate mortgage investment conduits
(“REMICs”); (3) net gains from commodities transactions; (4) net gains from certain foreign
currency transactions; (5) income that is equivalent to interest; (6) income from notional
principal contracts; (7) payments in lieu of dividends; and (8) amounts received under personal
service contracts. There are several exceptions to the general rule of current taxation on foreign
personal holding company income.’

Foreign base company sales income

Foreign base company sales income generally consists of income derived by a CFC in
connection with: (1) the purchase of personal property from a related person and its sale to any
person; (2) the sale of personal property to any person on behalf of a related person; (3) the
purchase of personal property from any person and its sale to a related person; or (4) the
purchase of personal property from any person on behalf of a related person. In each of the
situations described in items (1) through (4), the property must be both manufactured outside the
CFC’s country of incorporation and sold for use outside of that same country for the income
from its sale to be considered foreign base company sales income.”® Certain exceptions to this
general rule may apply. For example, income from sales of property involving a related person
may be excluded under section 954(d) if the manufacturing exception applies.

Foreign base company services income

Foreign base company services income generally consists of income from services

performed outside the CFC’s country of incorporation for or on behalf of a related person,”

3 Sec. 952(a).

W

* Sec. 954(a)(1).

w

> Sec. 954(a)(2).

w

6 Sec. 954(a)(3); see also sec. 954(a)(5) (foreign base company oil related income).

For example, there is an exemption for rents and royalties derived in active business. Sec. 954(e)(2).

w

¥ Sec. 954(d)(1).

¥ Sec. 954(e).
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including cases where substantial assistance contributing to the performance of services by a
CFC has been furnished by a related person or persons.”’ Substantial assistance consists of
assistance furnished (directly or indirectly) by a related U.S. person or persons to the CFC if the
assistance satisfies an objective cost test. For purposes of the objective cost test, the term
“assistance” includes, but is not limited to, direction, supervision, services, know-how, financial
assistance (other than contributions to capital), and equipment, material, or supplies provided
directly or indirectly by a related U.S. person to a CFC. The objective cost test is satisfied if the
cost to the CFC of the assistance furnished by the related U.S. person or persons equals or
exceeds 80 percent of the total cost to the CFC of performing the services.”'

Pricing for transfers between related persons

Transfer-pricing rules, including the comprehensive regulations promulgated thereunder,
are designed to preserve the U.S. tax base by ensuring that income properly attributable to the
United States is not shifted to a foreign controlled party through inappropriate or aggressive
pricing of related party transactions that does not reflect an arm’s length result.®* The Code
specifies that income with respect to inter-company transfers or licenses of intangible property
be commensurate with the income attributable to the intangible property. Under these rules, the
IRS generally attempts to determine the respective amounts of profits of the related parties that
would have resulted if the parties had been unrelated parties dealing at arm’s length, and may
allocate income, deductions, credits or allowances among related business entities when
necessary to clearly reflect income or otherwise prevent tax avoidance. Most U.S. trading
partners have adopted rules based on the arm’s length standard.

Section 367(d) provides a related rule under which compensation, in the form of an
imputed royalty stream, is required for an outbound transfer of intangible property in the context
of an otherwise nontaxable corporate organization or reorganization transaction.

Description of Proposal

The proposal creates a new category of subpart F income, foreign base company digital
income. Foreign base company digital income generally includes income of a CFC from the
lease or sale of a digital copyrighted article or from the provision of a digital service. It includes
income in cases where the CFC uses intangible property developed by a related party (including
property developed pursuant to a cost sharing arrangement) to produce the income and the CFC
does not, through its own employees, make a substantial contribution to the development of the
property or services that give rise to the income. An exception applies where the CFC earns

% Treas. Reg. sec. 1.954-4(b)(1)(iv).

*! Notice 2007-13, 2007-5 C.B. 410. Prior to the issuance of Notice 2007-13, the substantial assistance
rules also included a subjective principal element test. Under the subjective principal element test, assistance in the
form of direction, supervision, services or know-how were considered substantial if the assistance provided the CFC
with skills which where were a principal element in producing the income from the performance of such services by
the CFC.

62 Whether the pricing is appropriate is measured by the arm’s-length standard. Treas. Reg. sec. 1.482-1.
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income directly from customers located in the CFC’s country of incorporation that use or
consume the digital copyrighted article or digital service in such country.*®

Effective date.—The proposal applies to taxable years beginning after December 31, 2014.

Analysis

Taxing digital income

The Administration, the Organization for Economic Cooperation and Development
(“OECD”) and others recognize the inherent challenges in defining, sourcing, and taxing
transactions in the digital economy.** In its recent action plan on base erosion and profit shifting
(“BEPS”), the OECD recognized the digital economy as a specific concern and the action plan
includes an action item for addressing the tax challenges of the digital economy.®> The OECD
notes that the digital economy’s reliance on intangible assets, huge data sets, multi-sided
business models,’® and the difficulty of determining where value creation occurs “raises
fundamental questions as to how enterprises in the digital economy add value and make their
profits, and how the digital economy relates to the concepts of source and residence or the
characterisation of income for tax purposes.”®’

The OECD in its action plan expressed particular concern with transactions that separate
income from the activities that generate the income. The increasing reliance on digital means to
provide goods and services may create unique opportunities to separate activity from income.
Although features of the digital economy provide unique opportunities for BEPS, some may
question whether there is a relevant distinction between the digital economy and other parts of
the economy. The OECD acknowledges that the BEPS opportunities inherent in digital
transactions are not easily addressed through arbitrary distinctions between the digital economy

63 The estimated budgetary effect of the current proposal can be found at Joint Committee on Taxation,
Estimated Budget Effects of the Revenue Provisions Contained in the President’s Fiscal Year 2015 Budget Proposal
(JCX-36-14), April 15,2014, Item V.L, reprinted in the back of this volume.

% The discussion of the tax challenges of the digital economy is not new. Academics and governments
have been studying and writing on these challenges for many years. See, €.9., David Tillinghast, “The Impact of the
Internet on the Taxation of International Transactions,” Bulletin International Fiscal Documentation, vol. 50, 1996,
p-524; U.S. Department of the Treasury Office of Tax Policy, “Selected Tax Policy Implications of Global
Electronic Commerce,” 1996; and OECD Business Profits Technical Advisory Group, “Are the Current Treaty
Rules for Taxing Business Profits Appropriate for E-Commerce?,” 2003.

5 OECD, Action Plan on Base Erosion and Profit Shifting, 2013. Available at
http://dx.doi.org/10.1787/9789264202719-en, (“OECD Action Plan™).

66 Multi-sided business models may include models where the users or consumers themselves add value, or
where the data collected about users and consumers is valuable to the providers of the service or product.

7 OECD Action Plan, p.10.
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and the economy as a whole. ®® For this reason, the OECD may address the specific tax
challenges posed by the increasing use of technology through other BEPS actions. In speaking
about the OECD work on the digital economy, Robert Stack, Treasury deputy assistant secretary
(international tax affairs) said, “We quickly concluded that the world is digital, the economy is
digital, and you really can’t hive off the digital economy from the rest of the economy as a basis
for setting up some kind of fundamental new tax regime.”®’

The proposal does not attempt to separate the digital economy from the rest of the
economy, but it does target digital transactions, specifically, transactions involving a CFC
leasing or selling a digital copyrighted article or providing a digital service, where the CFC uses
intangible property developed by a related party. The Administration may argue that this focus
on specific digital transactions targets an appropriate type of transaction because of the crucial
role of the intangible property and the inherent mobility of income produced from transactions
involving non-physical goods and services. Others may argue that an increasingly digital
economy may complicate efforts to segregate and tax income from digital goods and services
where the economy is increasingly moving towards the digital platform. It may not be possible
to effectively distinguish between a digital article or service and a non-digital article or service.

The Administration uses an example of a digital transaction involving the transfer (by
sale or lease) of a copyrighted computer program or the provision of a digital service by hosting
a computer program on a server. The characterization of these transactions is addressed in the
sourcing regulations discussed in present law above. The Administration may use the sourcing
regulations as a starting point to identify transactions that fit under the proposal as the
regulations provide guidance regarding the characterization of certain transactions as either a
transfer of a copyright right, a copyright article, the provision of services, or the provision of
know-how. The examples provided by the Administration have the advantage of clearly fitting
within the definition of the targeted transactions under the proposal and the taxpayer would need
to determine whether the intangible property, the computer program in this case, was developed
by a related party and whether the CFC made a substantial contribution to the development of the
computer program. However, new technologies and transactions may not fit so neatly into these
categories and the intangible property may not be so readily identified.

The role of subpart F

The subpart F rules are intended to require current U.S. taxation of certain passive and
highly mobile income. The Administration believes that the existing categories of subpart F
income do not adequately address mobile income earned from providing digital goods and
services. Additionally, the Administration argues that the subpart F rules have not kept pace
with advances in technology and a new category of subpart F income targeted at digital income
is necessary to prevent erosion of the U.S. tax base.

% OECD, Addressing the Tax Challenges of the Digital Economy, 2014. Available at
http://dx.doi.org/10.1787/9789264218789-en (the “OECD Digital Economy Report”).

% See, Marie Sapirie, “Stack Previews BEPS Digital Economy Report,” Tax Notes International, August
4,2014, p. 354.
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By choosing different forms for substantially similar transactions involving digital goods
and services (leases, sales, or services), taxpayers may be able to avoid the application of the
existing subpart F rules. Proponents may argue that the current subpart F rules may enable a
U.S. taxpayer to use CFCs to shift income related to digital goods and services to low-tax
jurisdictions, in many cases eroding the U.S. tax base. The present law subpart F foreign base
company sales and services income categories generally address physical goods or the physical
performance of services. For example, the foreign base company sales income rules apply when
there is a purchase of personal property from a related person and where the property is
manufactured and sold for use outside of the CFC’s country of incorporation. These rules may
not apply where there is a sale of a digital good to an unrelated party. It may be difficult to
assess the location of the “manufacture” or “sale” of a digital good, or to determine where a non-
physical service is performed. The Administration provides an example of a CFC conducting
business with remotely-located customers through the “cloud” using intangible property acquired
from a related party, with the CFC not conducting any substantial business activities of its own.
The CFC may have sales or services income without incurring any subpart F income under
present law as the CFC may not be purchasing personal property from a related party nor
performing services outside of its country of incorporation under present law rules. By creating
a new category of subpart F income, foreign base company digital income, the Administration
argues that it can appropriately tax mobile income earned from providing digital goods and
services, thereby preventing future base erosion.

The proposal creates a subpart F category designed to capture income derived in
connection with the use of intangible property developed by a related party where the CFC leases
or sells a digital copyrighted article or provides a digital service. The proposal is similar to the
foreign base company sales and services rules that capture income derived in connection with
certain related party transactions involving the purchase or sale of personal property or the
provision of services on behalf of a related party. The foreign base company sales income rules
were designed to prevent a company from shifting profit to a CFC which acts as a conduit for
either the purchase of personal property from a related party for sale to a third party or for the
purchase of personal property from a third party for sale to a related party. The foreign base
company sales income rules include exceptions for certain transactions occurring in the country
where the CFC is created or organized. The foreign base company services income rules were
designed to prevent a company from shifting profit to a CFC where the CFC is performing the
services on behalf of a related party and where the services are performed outside the country
where the CFC was created or organized. Some may argue that the digital economy presents the
same potential for profit shifting as the sale of personal property where a CFC acts as a conduit
for the sale or lease of digital goods or for the provision of digital services.

Similar to the foreign base company sales and services income rules, the proposal does
not include income from the digital sale or provision of digital services where the CFC, through
its own employees, makes a substantial contribution to the development of the property or
services. However, the application of rules traditionally targeted at the purchase or manufacture
of tangible property or the provision of services connected to a physical location or to specific
tangible property may be difficult in the context of digital transactions.

31



A question could arise as to whether the proposal will rely on the substantial contribution
language found in related subchapter F regulations.”” For example, foreign base company sales
income is excluded from subpart F income when a CFC substantially contributes to the
manufacture of property to be sold by such CFC, through the activities of its employees, even if
such property is manufactured through contract manufacturing.”' It is unclear whether the
proposal is, or should be, subject to the same substantial contribution requirements. Further, the
proposal’s inclusion of cost-sharing arrangements raises questions regarding when a CFC’s
substantial contribution to a subsequent version of intangible property is enough to meet the
substantial contribution exception under the proposal. The efficacy of the proposal to counteract
U.S. base erosion may depend on what constitutes sufficient activity within the CFC country, the
circumstances under which activity in a branch is attributable to the CFC, as well as the scope of
the definition of intangible property covered under the proposal.

The proposal includes an exception for income earned by the CFC directly from
customers located in the CFC’s country of incorporation that use or consume the digital
copyrighted article or digital service in such country. This exception is similar to the exceptions
from base company sales and services income provided under the present law subpart F rules,
although it may be more difficult to determine where the digital copyrighted article or digital
service is consumed. Clear guidelines for determining when income is considered to be derived
from customers located in the same country and where the digital article or service is consumed
are required to prevent the exception from undermining the proposal. For example, if a song or
digital application is downloaded by a customer legally resident in Country A when the customer
is physically present in Country B, is the customer located in Country A or Country B? Does the
use or consumption of the song or application take place in country A or Country B?

Although the proposal is meant to provide subpart F rules to address and tax highly
mobile income earned from providing digital goods and services, it is uncertain whether the
proposal adequately considers ongoing concerns related to complex digital transactions that may
have connection to several jurisdictions. The Administration and others believe that the ability
to create highly mobile income in a digital economy allows taxpayers to move income to CFCs
in low tax jurisdictions while inappropriately avoiding tax in higher tax jurisdictions where the
income-earning value of a digital good or service is created. Using subpart F may be a viable

™ Treas. Reg. sec. 1.954-3(a)(iv).

! Indicia of substantially contributing to the manufacture of a product include: (i) oversight and direction
of the activities or process pursuant to how the property is manufactured; (ii) performance of activities that are
considered but are insufficient to satisfy the “substantial transformation” or “substantive” tests; (iii) control of the
raw materials, work-in-process, and finished goods; (iv) management of the manufacturing profits; (v) material or
vendor selection; (vi) quality or logistic control; and (vii) directing development, protection, and use of trade secrets,
technology, product design, design specification, and us of other intellectual property in the manufacturing process.
Treas. Reg. sec. 1.954-3(a)(4)(iv)(b). See also, Lewis Greenwald et al., “The Fabulous New Substantial
Contribution Test.” Journal of International Taxation, vol. 19, October 2008, p.20.

32



alternative for addressing the complexities involved in taxing income derived from digital
transactions.”?

Proposals to tax higshly-mobile, digital or intangible income

Commentators have noted the current inadequacy of the subpart F rules in addressing
erosion of the U.S. tax base, and some have suggested alternative solutions for addressing the
taxation of highly mobile income, including income from the digital economy. The difficulty of
separating the income related to digital transactions from other types of transactions may lead to
the conclusion that a broader solution, such as the Administration’s proposal to tax excess
returns,”” is necessary to prevent base erosion and profit shifting. Commentators may also note
that this proposal overlaps with the Administration’s proposal to tax excess returns, and may
question the necessity of two proposals which are similar in targeting income from intangible
property developed by or transferred to a related party. If both proposals are enacted, rules
would be necessary to address any potential overlap.

Proposals addressing highly mobile, digital, or intangible income provide different
mechanisms for determining and taxing such income. The proposal seeks to tax income using a
non-formulaic approach, by first defining income from transactions involving the sale or lease of
digital copyrighted articles or from the provision of digital services, and then including such
income as subpart F income. Chairman Camp, in his tax reform discussion draft, provided an
alternative proposal for taxing intangible income.”* Camp’s discussion draft relies on a formula
to separate intangible income from income that represents an ordinary return on tangible
investments. Camp’s discussion draft creates a new category of subpart F income called foreign
base company intangible income, and includes in subpart F a percentage of a CFCs adjusted
gross income representing a return to the enterprise beyond the expected return on certain
tangible assets of the enterprise.”” The Administration’s excess returns proposal taxes excess
intangible income which is defined as the excess of gross income connected with the covered

™ The OECD Digital Economy Report suggests that considering CFC rules, such as the U.S. subpart F
rules, is one of the actions the task force will consider in addressing the unique tax complexities of the digital
economy. The OECD Digital Economy Report, pp. 119-120.

3 Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2015 Revenue
Proposals 45-46 (March 2014). For analysis of the proposal, see Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal, (JCS-2-12), June 2012, p. 338.

™ See Chairman Camp’s Discussion Draft: Tax Reform Act of 2014 (“Camp’s discussion draft”), sec.
4211, Feb. 21, 2014.

" lbid. Camp’s discussion draft also provides the U.S. parent a partial deduction for foreign intangible

income (both earned at the CFC and parent level) resulting in a lower tax rate for intangible income earned serving
the foreign market.
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intangible over the costs properly allocated and apportioned to the income increased by a
percentage mark-up.’®

Transfer pricing

In tailoring the proposal to apply to development by related parties, the proposal seeks to
address the risks associated with current deference to related-party arm’s-length transfer-pricing
rules. Currently, a transfer price between related parties is respected when it represents an
arm’s-length price. The effectiveness of the arm’s-length standard as the measure of transfer
prices is often debated.”” Following the leadership of the United States, most countries
(including all of the member countries of the OECD) adopted and now follow the arm’s-length
standard.” The proposal avoids debate of the arm’s length standard by addressing highly-mobile
income shifting through subpart F, rather than through any direct changes to the transfer pricing
rules.

The Administration and the OECD have not been in favor of moving away from
computing income using the arm’s-length standard. The OECD argues that such a move may not
directly address flaws in the current global system, may increase the tax burden on legitimate
active offshore businesses, and may have unclear behavioral effects on companies leading to
investment decisions that are potentially not more efficient and tax-neutral.”

The OECD encourages the development of international rules that will (i) adopt a clear
definition of intangibles; (ii) ensure that profits associated with the transfer and use of intangibles
are appropriately allocated in accordance with value creation; (iii) develop transfer pricing rules
or special measure for transfers of hard-to-value intangibles, and (iv) update the guidance on cost
contribution arrangements.** Such an approach would require international collaboration and
enforcement. Similarly, with respect to the U.S. tax system, some commentators advocate

7% Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2015 Revenue
Proposals 45-46 (March 2014). For analysis of the proposal, see Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal, (JCS-2-12), June 2012, p. 338.

" See e.g., Marie Sapirie, “Arm’s-Length Standard Contested at Ways and Means Hearing,” Tax Notes
Today, July 23, 2010, pp. 141-142 (reporting the remarks of Stephen Shay, Deputy Assistant Secretary for
International Tax Affairs, U.S. Treasury Department).

® Notice 88-123, 1988-2 C.B. 458 (hereafter, the “Treasury White Paper”), p. 475. The Treasury White
Paper was a study mandated by The Conference Report for the 1986 Act, H.R. Conf. Rep. No. 99-841, pt. 2
(hereafter “Conference Report 99-841”), 11-638. For a discussion of the history of the arm’s-length standard, which
dates back to 1935, see Rueven S. Avi-Yonah, “The Rise and Fall of Arm’s Length: A Study in the Evolution of
U.S. International Taxation,” Virginia Tax Review, vol. 15, Summer 1995, p. 89.

" OECD Action Plan. See also, Kristen Parillo, “Intangible Asset Proposal Will Not Displace Transfer
Pricing,” Tax Notes, March 1, 2010, p. 1028; Barbara Angus, Stephen Bates, and Channing Flynn “New and
Proposed International Tax Changes and U.S. Technology Industry: Clouds Parting on the Horizon?” Tax Notes
International, Sept. 12, 2011, pp. 813, 817.

8 OECD Action Plan, at 34-40.
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unilateral action that would (i) create a clearer, more expansive definition of intangible property;
and (i1) afford more authority to Treasury to require the valuation of transfers of intangible
property on an aggregate basis, or on the basis of a realistic alternative principle.*’

The OECD Digital Economy Report notes that many of the transactions and structures
that facilitate BEPS in the digital economy rely on below-value transfers of intangibles.™
Further OECD work in this area will focus on developing a broad and clear definition of what
constitutes intangible property and guidelines to ensure that appropriate pricing is provided to
entities that contribute to the development of the intangible. Additionally, the OECD will
consider whether special measures, taking into account the post-transfer profitability of the
intangible, will be provided. The OECD’s focus on the appropriate pricing of transactions
involving intangibles, proposals recommending a formulaic approach, and this proposal are
intended to address the potential for BEPS in transactions involving highly-mobile, digital or
intangible income.

Development of intangible property by related parties

Targeting development by a related party addresses the goal of reducing the financial
incentives for transferring intangible property developed in the United States to a low-tax CFC.
Noting that the potential for shifting income in a potentially abusive way is highest as a result of
transactions between related parties, the Administration’s proposal and others seek to tax CFC
income in accordance with where value is created. The proposal seeks to impose tax when a
CFC uses intangible property developed by a related party (including property developed
pursuant to a cost sharing arrangement) to produce the income and the CFC does not, through its
own employees, make a substantial contribution to the development of the property or services
that give rise to the income. Determining when taxation occurs under the proposal thus requires
analysis as to when a (1) CFC uses intangible property developed by a related party, and (ii)
whether a CFC, through its own employees, makes a substantial contribution to the development
of the property or services giving rise to income.

The expansion of subpart F to require current taxation of income related to digital goods
and services, where the intangible property is developed by a related party, may reduce the
incentive for taxpayers to engage in these related party transactions. One general tenet of the
U.S. taxing system and the transfer pricing rules is to allocate income to where the economic
value creation occurs. Proponents may argue that the proposal prevents a CFC with little
economic activity from benefiting from the use of intangible property developed by a related

party.

81 See sec. 81, Chairman Baucus Staff International Tax Reform Discussion Draft, November 19, 2013.
The realistic alternative principle is predicated on the notion that a taxpayer will only enter into a particular
transaction if none of its realistic alternatives is economically preferable to the transaction under consideration. For
example, existing regulations provide the IRS with the ability to determine an arm’s-length price by reference to a
transaction (such as the owner of intangible property using it to make a product itself) that is different from the
transaction that was actually completed (such as the owner of that same intangible property licensing the
manufacturing rights and then buying the product from the licensee).

%2 The Digital Economy Report, p.117.
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On the other hand, others may argue that the proposal may encourage multinational
corporations to locate activities that produce high-value intangible assets offshore from the
beginning of the development process rather than to risk the application of the proposal if the
resulting intangible property is used by the CFC. This can be accomplished by performing more
research and development activities outside the United States from the inception of a project.
Alternatively, the CFCs may retain related party U.S. entities to perform contract research and
development services on their behalf. In the latter instance, research and development jobs may
be retained in the United States but the return to the U.S. entity related to its research and
development activities may be reduced to reflect only the profit attributable to the labor and not
the profit attributable to the production of a high-value intangible asset in accordance with the
arms-length transfer pricing rules of section 482.

There may be other important considerations in selecting the physical location for
research and development, as well as selecting the legal entity that funds and bears the risk of
research and development. For example, access to, and retention of, qualified scientists, and
research incentives such as the U.S. research credit may be important reasons for companies to
locate research and development activities in the United States. In addition, the deductions for
research and development activities in a low-tax jurisdiction are worth less than deductions
incurred in a high tax jurisdiction. Therefore, taxpayers have an incentive to be selective when
identifying projects for foreign development, and to choose only those projects with the highest
likelihood for success. Nonetheless, taxpayers may increase foreign research and development
activities by CFCs to avoid current taxation under the proposal.

Transfers made in conjunction with cost-sharing arrangements present a unique issue.
With cost sharing, existing intangible property is often used as the platform from which the next
generation intangible property is developed. For example, assume a U.S. company transfers
version 1.0 to its CFC as part of a cost-sharing arrangement. This initial platform contribution
requires compensation by the CFC, which is entitled to (1) the foreign “make and sell” rights
during the useful life of version 1.0, (2) the right to develop version 2.0 from version 1.0, and (3)
economic ownership of the foreign rights to version 2.0. To the extent that the CFC avails itself
of the intangible property by making and selling version 1.0 products, the proposal should work
to include the CFC’s income from the use of these version 1.0 products.

On the other hand, upon the successful development of version 2.0, it is unclear to what
extent production of version 2.0 products should be considered as use of the version 1.0 product
developed by the related party. Although the nexus between version 1.0 and version 2.0 may be
sufficient to warrant the subpart F inclusion under the proposal, it is unclear whether it should
also continue in perpetuity as subsequent versions (3.0, and so forth) are developed.

Arguably, treating any version 1.0 progeny as a use of intangible property developed by a
related party under the proposal, without regard to the actual useful life or usefulness of version
1.0, mitigates any financial incentive of U.S. parents to cost-share intangible property
development with its CFC. On the other hand, if the proposal does not specify how to treat
subsequently developed versions, determining whether a subsequently developed version has
sufficient nexus to the original intangible may require a case-by-case analysis. Such an analysis
would entail significant administrative burdens on both taxpayers and the IRS.
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M. Prevent Avoidance of Foreign Base Company Sales Income
Through Manufacturing Service Arrangements

Present Law
Introduction

The United States has a worldwide tax system under which U.S. corporations are
generally taxed on all income, whether derived in the United States or abroad. Income earned
indirectly by a domestic corporation through a foreign subsidiary is generally subject to U.S. tax
only when the income is distributed to the domestic parent corporation. Deferral of U.S. tax is
permitted for most types of active foreign business income. However, this deferral is limited by
anti-deferral regimes that impose current U.S. tax on certain types of income earned by certain
corporations. These anti-deferral rules are intended to prevent taxpayers from avoiding U.S. tax
by shifting passive or other highly mobile income into low-tax jurisdictions.

The main anti-deferral regime of relevance to U.S. corporations is subpart F, which is
applicable to controlled foreign corporations (“CFCs”) and their shareholders.** A controlled
foreign corporation is generally defined as any foreign corporation if U.S. persons own (directly,
indirectly, or constructively) more than 50 percent of the corporation’s stock (measured by vote
or value), taking into account only those U.S. persons that own at least 10 percent of the stock
(measured by vote only).** Under the subpart F rules, the United States generally taxes the 10-
percent U.S. shareholders of a CFC on their pro rata shares of certain income of the CFC
(referred to as “subpart F income™), without regard to whether the income is distributed to
shareholders.*

With certain exceptions, subpart F income generally includes passive income and other
income that is readily movable from one taxing jurisdiction to another. Subpart F income
consists of foreign base company income, insurance income, and certain income relating to
international boycotts and other violations of public policy. Foreign base company income
consists of foreign base company sales income, foreign base company services income, foreign
personal holding company income, and foreign base company oil-related income.* The rules for

foreign base company sales income and foreign base company services income are described
87
below.

8 Secs. 951-964.

%

* Secs. 951(b), 957, 958.

0

> Secs. 951(a).
% Sec. 954.

%7 For an expanded discussion of subpart F, see Joint Committee on Taxation, Present Law and Issues in
U.S. Taxation of Cross-Border Income (JCX-42-11), September 6, 2011.
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Foreign base company sales income

Foreign base company sales income consists of income (whether in the form of profits,
commissions, fees, or otherwise) derived by a CFC in connection with: (1) the purchase of
personal property from a related person and its sale to any person; (2) the sale of personal
property to any person on behalf of a related person; (3) the purchase of personal property from
any person and its sale to a related person; or (4) the purchase of personal property from any
person on behalf of a related person. In each of the situations described in items (1) through (4),
the property must be both (1) manufactured, produced, grown, or extracted outside the CFC’s
country of incorporation and (2) sold for use, consumption, or disposition outside of that same
country for the income from its sale to be considered foreign base company sales income.*® If
the personal property does not satisfy both of these conditions then the income generated from its
sale is not considered foreign base company sales income. Consequently, foreign base company
sales income does not include income from the sale of property that the CFC, or any related or
unrelated party, has manufactured in the CFC’s country of incorporation. Moreover, foreign
base company sales income does not include income derived in connection with the sale of
personal property manufactured, produced, or constructed by the CFC (the “manufacturing
exception”). Treasury regulations, described below, establish conditions under which a CFC can
qualify for the manufacturing exception, even if physical manufacturing activities have not been
performed by the CFC’s employees.

Manufacturing exception

A CFC can qualify for the manufacturing exception if it meets one of the three tests: the
substantial transformation test, the substantial activity test, or the substantial contribution test.”’

Substantial transformation test

Under the substantial transformation test, a CFC is considered to have manufactured a
product if it purchases and “substantially transforms” personal property prior to its sale. This
requirement involves, for example, the transformation of raw materials into a finished product,
such as911)rocessing and converting wood pulp into paper or the transformation of steel rods to
SCIews.

% Sec. 954(d)(1). For purposes of this section, personal property does not include agricultural
commodities that cannot be grown in the United States in commercially marketable quantities. A list of these
commodities is provided in Treas. Reg. sec. 1.954-3(a)(ii)(b).

% This exception is sometimes referred to as the “same-country manufacturing exception.”

% Treas. Reg. sec 1.954-3(a)(4).

I Treas. Reg. sec. 1.954-3(a)(4)(ii).
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Substantial activity test

Under the substantial activity test, a CFC is considered to have manufactured a product
through the assembly or conversion of component parts, provided the activities are substantial in
nature and generally considered to constitute the manufacture, production or construction of
property.”® Under this second test, a safe harbor presumes the CFC will have manufactured a
product if its conversion costs account for at least 20 percent of the total cost of goods sold (i.e.,
direct labor and factory burden).”® Conversion costs exclude costs for packaging, repackaging,
labeling, and minor assembly operations, as these activities are not considered to constitute
manufacturing activities.”*

Substantial contribution test

The substantial contribution test establishes conditions under which a CFC can be said to
have manufactured property, for purposes of the foreign base company sales income rules, even
if it has not performed any physical manufacturing of the property. A CFC meets the substantial
contribution test if the CFC makes a substantial contribution, through its own employees, to the
manufactured property that it sells.”” To qualify for the manufacturing exception under this test,
the personal property must still have undergone a physical manufacturing process. However, it
is not necessary for any of the CFC’s direct employees to perform the actual physical
manufacturing activities. Rather, the CFC can meet the manufacturing exception by making a
substantial contribution to physical manufacturing through certain manufacturing-related
activities of its employees.

Treasury regulations provide a non-exhaustive list of activities to be considered when
determining whether a CFC meets the substantial contribution test. These activities are the: (1)
oversight and direction of manufacturing activities or process pursuant to which the property is
manufactured, produced, or constructed; (2) performance of activities that are considered in, but
that are insufficient to satisfy, the substantial transformation or substantial activities tests; (3)
material selection, vendor selection, or control of the raw materials, work-in-process, or finished
goods; (4) management of manufacturing costs or capacities; (5) control of manufacturing-
related logistics; (6) quality control; and (7) developing, or directing the use or development of,
product design and design specifications, as well as trade secrets, technology, or other
intellectugagl property for the purpose of manufacturing, producing, or constructing the personal
property.

2 Treas. Reg. sec. 1.954-3(a)(4)(iii).
% Ibid.
* Ibid.
% Treas. Reg. sec. 1.954-3(a)(4)(iv).

% Treas. Reg. sec. 1.954-3(a)(4)(iv)(b).
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Of these categories, there is no single overriding or controlling factor. Instead, itis a
facts and circumstances determination that depends on the economic importance of the activity
to the manufacture of the product.”” In addition, the ownership of the raw materials is not
relevant in the determination, such that there is no distinction between consignment
manufacturing, where the CFC maintains title and risk of loss with respect to the raw materials,
and traditional contract manufacturing.” In general, the location of the manufacturing activity
will be where the CFC makes its contribution through its employees.” The CFC cannot satisfy
the substantial contribution test on the basis of anyone in an agency relationship with the CFC;
rather, its own employees, as that term is defined for U.S. tax purposes, must conduct the
relevant activities.'” Similarly, the activities of a person employed by the CFC’s disregarded
entity (“DRE”) are only taken into account if that person is considered an employee of the DRE
under the U.S. tax definition of “employee.” There are no safe harbor provisions,'*' and both the
substantial contribution and branch manufacturing analyses are made on a product-by-product
basis.'” Furthermore, mere contractual rights, legal title, tax ownership, and assumption of
economic risk of loss are not considered when determining whether there is substantial
contribution.'”

Branch rules

In general

Special branch rules may apply in cases in which a CFC carries on purchasing, selling, or
manufacturing activities outside its country of organization through a branch or similar
establishment (referred to hereafter as a “branch”).'® If the branch is treated as a separate
corporation under the sales branch rules, purchasing and sales income derived by the branch
generally will be foreign base company sales income. Similarly, if there is a manufacturing
branch that is treated as a separate corporation, purchasing and sales income derived by the
remainder of the CFC and foreign sales branches of the CFC generally will be foreign base

7 Treas. Reg. sec. 1.954-3(a)(4)(iv)(c).
% Treas. Reg. sec. 1.954-3(a)(4)(iv)(d), Example 3.
% Treas. Reg. sec. 1.954-3(b)(1)(i)(c)(3)(iv).

100 7 D. 9438, 2009-5 L.R.B. 387, February 2, 2009, Preamble, Summary of Comments and Explanation of
Provisions, A.4.

100 T D. 9438, 2009-5 L.R.B. 387, February 2, 2009, Preamble, Summary of Comments and Explanation of
Provisions, A.3.

12 1. 9438, 2009-5 1.R.B.. 387, February 2, 2009, Preamble, Summary of Comments and Explanation of
Provisions, A.5.

183 T.D. 9438, 2009-5 L.R.B.. 387, February 2, 2009, Preamble, Summary of Comments and Explanation
of Provisions, A.2.b.

1% Sec. 954(d)(2); Treas. Reg. sec. 1.954-3(b).
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company sales income. The branch rules address situations in which income derived by selling
activities has been separated from income derived by manufacturing activities for purposes of
obtaining a lower tax rate on the sales income.'” The rules apply, however, only if the use of the
branch has substantially the same tax effect as if it were a separate corporation. Whether use of
the branch has substantially the same tax effect as if it were a separate corporation is determined
under regulations, and is based on a tax rate disparity test.

Under the sales branch rule, the tax rate disparity test assumes that the manufacturing
operation is retained by the CFC and evaluates whether the selling activities have been shifted to
a selling branch to obtain a lower tax rate on the selling income.'”

While section 954(d)(2) expressly provides a branch rule for purchasing or sales activities
occurring outside the CFC’s country of organization, it does not expressly provide a
manufacturing branch rule, which is provided only in regulations. Under the regulations, if the
conduct of manufacturing'®’ activities by or through a branch located outside the CFC’s country
of organization has the same tax effect as if such branch were a separate corporation, then the
branch and the remainder of the CFC will be treated as separate corporations for purposes of
determining whether the CFC has foreign base company sales income.'® As with the sales
branch rule, whether use of the branch has substantially the same tax effect as if it were a
separate corporation is determined based on a tax rate disparity test. This test assumes that the
selling operation is retained by the CFC—in contrast with the sales branch rule’s assumption that
the manufacturing operations is retained by the CFC—and compares the tax rate imposed on the
sales income by the CFC’s country of organization to the tax rate that would have been charged
had the 1sgtgles income been recognized in the country where the manufacturing branch is
located.

The tax rate disparity tests differ slightly under the two branch rules. Under the sales
branch rule, the sales branch is treated as a separate corporation if the effective tax rate on its
sales income is less than 90 percent of, and at least five percentage points less than, the effective
tax rate that would apply to that same income if it had been earned in the CFC’s country of
incorporation (i.e., where the manufacturing income is earned).''® Thus, the test looks to
whether the effective tax rate of the branch is too low in comparison to the effective tax rate of
the CFC.

15 HR. Report No. 1447, g7™h Congress nd Session; H.R. 10650, at par. XIV.B.4; see also Senate Report
No. 1881, g7 Congress nd Session; H.R. 10650, par. XII.C.3.b.

1% Treas. Reg. sec. 1.954-3(b)(1)(i).

197" As used here, “manufacturing” includes producing, constructing, growing or extracting activities.
Treas. Reg. sec. 1.954-3(a)(2).

1% Treas. Reg. sec. 1.954-3(b)(1)(ii).
19 Treas. Reg. sec. 1.954-3(b)(1)(ii).

"% Treas. Reg. sec. 1.954-3(b)(1)(i)(b).
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In contrast, under the manufacturing branch rule, the manufacturing branch is treated as a
separate corporation if the effective tax rate on the CFC’s sales income''" is less than 90 percent
of, and at least five percentage points less than, the effective tax rate that would apply to such
sales income in the country in which the branch is located.''? Thus, the test looks to whether the
effective tax rate of the CFC is too low in comparison to the effective tax rate of the
manufacturing branch.

In each case, several distinct assumptions are made in determining the allocation of
income to the branch and to the nonbranch income of the CFC.'"

Multiple manufacturing and sales branches

For purposes of applying the branch rule in cases involving multiple manufacturing and
sales branches, Treasury regulations provide guidance for determining the location of
manufacturer and the rules for applying the tax rate disparity test.

A CFC performing manufacturing activities in multiple locations will be considered as
having a single manufacturing location for purposes of applying the tax rate disparity test. If any
single location independently satisfies any of the manufacturing tests, that location is treated as
the manufacturing location.''* If there are multiple locations that independently satisfy either of
the physical manufacturing tests, or substantial contribution test, the location of manufacturing is
the location with the lowest effective tax rate.''> If there are multiple locations but no single
location independently satisfies a manufacturing test, but together they provide a substantial
contribution to the manufacture of the product, then the manufacturing location will be deemed
to be the location of sale or purchase if a “demonstrably greater” amount of the CFC’s activities
contributing to the manufacture of the product occur in jurisdictions with no tax rate disparity (as
that term is used in this context) relative to the sale and purchase location than occur in other
jurisdictions.''®

Otherwise, the location of manufacture will be deemed to be the location imposing a tax
rate that is sufficiently greater than the rate imposed on the sales income, thereby creating a tax
rate disparity (as that term is used in this context) relative to the sales and purchases income.'"’
In the first case (i.e., the manufacturing location is deemed to be the location of sale or

"' This is commonly referred to as the “remainder of the CFC.”

"2 Treas. Reg. sec. 1.954-3(b)(1)(ii)(b).

'3 Treas. Reg. secs. 1.954-3(b)(1)(i)(b) and 1.954-3(b)(1)(ii)(b).
"4 Treas. Reg. sec. 1.954-3(b)(1)(ii)(c)(1).

15 |bid.

% Treas. Reg. sec. 1.954-3(b)(1)(i)(c)(3)(iii).

"7 Ibid.
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purchase), no foreign base company sales income will result. In the latter case (i.e., the location
of manufacture is the location with excessive tax rate disparity, as that term is used in this
context, relative to the sales and purchase location), foreign base company sales income may
result.

For purposes of the branch rule, the location in which activities take place is where the
relevant personnel are when they perform such activities, not the location of the employing
118
company.

Foreign base company services income

Foreign base company services income consists of income derived in connection with
technical, managerial, engineering, architectural, scientific, skilled, industrial, commercial, or
like services performed outside the CFC’s country of incorporation for or on behalf of a related
party.'”” This includes “substantial assistance” contributing to the performance of services by a
CFC that has been furnished by a related person or persons.'*’ Substantial assistance consists of
assistance furnished (directly or indirectly) by a related person or persons to the CFC if the
assistance satisfies an objective cost test. For purposes of the objective cost test, the term
“assistance” includes, but is not limited to, direction, supervision, services, know-how, financial
assistance (other than contributions to capital), and equipment, material, or supplies provided
directly or indirectly by a related U.S. person to a CFC. The objective cost test will be satisfied,
and foreign base company services income will generally result, if the cost to the CFC of the
assistance furnished by the related person or persons equals or exceeds 80 percent of the total
cost to the CFC of performing the services.'*'

Exceptions

Foreign base company services income does not include income derived in connection
with the performance of services that are directly related to (1) the sale or exchange by the CFC
of property manufactured, produced, grown, or extracted by it and that are performed before the
time of the sale or exchange, or (2) an offer or effort to sell or exchange such property.'* In
addition, foreign base company services income does not include exempt insurance income,

8 Treas. Reg. sec. 1.954-3(b)(1)(i)(c)(3)(iv).

9 Sec. 954(e).

120 Treas. Reg. sec. 1.954-4(b)(1)(iv).

12 Notice 2007-13, 2007-5 LR.B. 410. Prior to the issuance of the Notice, the substantial assistance rules
also included a subjective principal element test. Under the subjective principal element test, assistance in the form
of direction, supervision, services or know-how were considered substantial if the assistance provided the CFC with
skills which where were a principal element in producing the income from the performance of such services by the

CFC.

122 Sec. 954(e)(2).

133 Secs. 954(e)(2) and 953(e).
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qualified banking or financing income,'* qualified insurance income,'*> or income not treated as
foreign personal holding company income by reason of the dealer exception.'*®

Description of Proposal

Under the proposal, the definition of foreign base company sales income is expanded to
include income of a CFC from the sale of property manufactured on behalf of the CFC by a
related person. The existing exceptions to foreign base company sales income would continue to

apply.

Effective date.—The proposal would be effective for taxable years beginning after
December 31, 2014.

Analysis

Global dispersion of production

Reductions in transportation costs, improvements in information and communication
technologies, and modernization in the economic infrastructure of countries around the world
have contributed to the decline of vertically integrated production networks, where one company
controls and conducts all aspects of the production of its goods in-house. Instead, production has
become more dispersed geographically as companies exploit the economic advantages—
including lower costs and workforce expertise—of manufacturing their products in certain
countries and through firms that specialize in manufacturing certain types of products.'”” Often,
this occurs through arrangements made with contract manufacturers, which generally refers to a
situation where one company—the contract manufacturer—agrees to manufacture a product for
another company—the principal—based on the principal’s specifications and direction. The
contract manufacturer may be related or unrelated to the principal, and contract manufacturers
are located in both developed and developing countries, with developed countries increasingly
specializing in activities performed by high-skilled workers, and emerging market countries
increasingly performing capital-intensive activities.'*®

Contract manufacturing arrangements

There are two broad categories of contract manufacturing arrangements: consignment
(toll) arrangements and buy-sell (turnkey) arrangements. The underlying economic substance of

124 Secs. 954(e)(2) and 954(h).
125 Secs. 954(e)(2) and 954(i).
126 Secs. 954(e)(2) and 954(c)(2)(C)(ii).

127 Marcel P. Timmer, Abdul Azeez Erumbam, Bart Los, Robert Stehrer, and Gaaitzen J. de Vries, “Slicing
Up Global Value Chains,” Journal of Economic Perspectives, vol. 28, no. 2, Spring 2014, pp. 99-118.

¥ Ibid.
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these arrangements is similar. In both arrangements, the contract manufacturer generally owns
the plant and equipment used to manufacture a product, while the principal holds title to the
finished product and bears the financial risk (i.e., potential profit or loss) associated with its sale.
The contract manufacturer bears the risk associated with manufacturing the product to the
specifications set forth by the principal, among other risks. The contract manufacturer typically
receives a service fee for the risk that it bears, while the principal is entitled to the residual gain
or loss from selling the product after it has compensated the contract manufacturer for its
services and the cost of manufacturing the product.

What distinguishes consignment manufacturing from buy-sell manufacturing is the
entity—the principal or the contract manufacturer—that holds title to the raw materials,
components, and work in process as the product is being manufactured. The principal holds title
in a consignment arrangement, while the contract manufacturer holds title in a buy-sell
arrangement. For example, in a consignment arrangement, the principal may purchase the raw
materials and components used to manufacture a product and consign them to the contract
manufacturer, who then uses them to make the finished product. The principal need not
purchase the raw materials and components directly to hold title to them; it may still hold title if
the contract manufacturer purchases the raw materials and components on behalf of the principal.
In contrast, under a buy-sell arrangement, the contract manufacturer usually buys the raw
materials and components used to make the product, and then sells (i.e., transfers title of) the
finished product for a price typically equal to the cost of manufacturing the product plus a
service fee.

Policy concerns and the Administration’s proposal

CFCs may find it prohibitively difficult to meet the physical manufacturing tests of the
manufacturing exception—the substantial transformation and substantial activities tests—under
typical contract manufacturing arrangements; a CFC generally enters a contract manufacturing
arrangement in the first place because it wants another party to perform physical manufacturing
activities. Recognizing that “the use of contract manufacturing arrangements has become a
common way of manufacturing products because of the flexibility and efficiencies it affords,”
Treasury established the substantial contribution test of the manufacturing exception as a way for
CFCs to earn tax-deferred income on the sale of certain property produced through a contract
manufacturing arrangement.'”” However, according to a Treasury official, the Administration is
concerned that companies have “manipulated the form” of certain contract manufacturing
arrangements “to avoid the application of current law.”"*° The Administration is specifically
concerned with certain related-party contract manufacturing arrangements, and its proposal
circumscribes the scope of contract manufacturing arrangements that may satisfy the substantial
contribution test by including in the category of foreign base company sales income that income
a CFC earns through the sale of property manufactured by a related person on its behalf. It is

12 Department of the Treasury, REG-124590-08, “Guidance Regarding Foreign Base Company Sales
Income,” Federal Register, vol. 73, no. 40, February 28, 2008, 10716.

1% Kristen A. Parillo and Andrew Velarde, “Obama Budget’s International Tax Provisions Reflect BEPS
Concerns,” Tax Notes, March 10, 2014, pp. 1035-1038.
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presumed that the Administration’s proposal retains the substantial contribution test, so that a
CFC may still earn tax-deferred income from sale of property produced by a related contract
manufacturer if it has made a substantial contribution to physically manufacturing that property.
In addition, it is presumed that the Administration’s proposal does not apply to income from the
sale of property produced on behalf of a CFC by an unrelated contract manufacturer, or produced
in the CFC’s country of incorporation by a related contract manufacturer.

In motivating the Administration’s proposal, a Treasury official has explained that
Administration is concerned with cases where taxpayers “take what would have traditionally
been a buy-sell contract manufacturing arrangement among related parties, flip it into a services
arrangement,” and, in doing so, “avoid the application of current law, which is really designed to
reach the substance of the economic relationship there.”"”' The Administration may be referring
to the tax-driven structuring of what would naturally be a buy-sell manufacturing arrangement to
a consignment manufacturing arrangement. Although the Administration’s description of its
proposal does not provide a detailed example of the type of transactions it is targeting, the
following two highly stylized examples may offer some general insight into some of the
Administration’s policy concerns.

Buy-sell manufacturing example

First, consider a case where a principal CFC incorporated in the Cayman Islands
(“CFC1”) enters into a buy-sell manufacturing arrangement with a related manufacturing CFC
located in Germany (“CFC2”) to make a particular product (“X”). CFC1 and CFC2 have a
common parent, ParentCo. As part of the arrangement, assume that CFC2 purchases, from
unrelated parties, all the raw materials and components used to manufacture X and holds title to
X as it is being manufactured, based on CFC1’s specifications. All physical manufacturing is
performed in Germany by CFC2 and is done so without a substantial contribution from CFCI.
CFC2 sells the finished product to CFC1 for a price equal to the cost incurred by CFC1 to make
X plus a fee for the risk that it undertook in the process of manufacturing X. CFCI1 proceeds to
sell the product to unrelated customers outside the Cayman Islands. Based on the facts in this
example, income earned by CFC1 from the sale of X is foreign base company sales income
because CFCl is selling property that it has purchased from a related party without having made
a substantial contribution to manufacturing that property.

Consignment manufacturing example

In contrast, consider an example with facts similar to the one above. In this case, CFC1
enters into a consignment manufacturing arrangement—as opposed to a buy-sell manufacturing
arrangement—with CFC2 to produce X. As part of the arrangement, CFC1 purchases, from
unrelated parties, all the raw materials and components used to make X and consigns them to
CFC2 for use in manufacturing X, based on CFC1’s specifications. CFCI holds title to X as it is
being manufactured. All physical manufacturing is performed in Germany by CFC2 and is done
so without a substantial contribution from CFC1. CFCI obtains the finished product from CFC2

B! Kristen A. Parillo and Andrew Velarde, “Obama Budget’s International Tax Provisions Reflect BEPS
Concerns,” Tax Notes, March 10, 2014, pp. 1035-1038.
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and pays CFC2 an amount equal to the cost incurred by CF2 to make X plus a fee for the risk
that it undertook in the process of manufacturing X. CFCI proceeds to sell the property to
unrelated customers outside the Cayman Islands.

The Administration argues that “[u]nder current law, taxpayers take the position that a
CFC can avoid foreign base company sales income by structuring the related party transaction by
which the CFC obtains the property that the CFC sells to customers as the provision of a
manufacturing service to the CFC rather than as a purchase of the property by the CFC.”"** In
the context of this consignment manufacturing example, the Administration may be concerned
with the case where taxpayers claim that CFC1 has not earned foreign base company sales
income because it has received a manufacturing service from CFC2 and did not acquire the
property by purchasing it from CFC1. All income earned by CFC1 from its sale of X is tax-
deferred under this position.'*

Discussion of the Administration’s policy concerns

The transaction costs of restructuring the buy-sell manufacturing arrangement as a
consignment manufacturing arrangement in the examples above may be relatively small. For
example, since CFC1 and CFC2 are controlled by the same parent, the parent may have
significant flexibility in determining which CFC purchases the raw materials and components
used to manufacture X and which CFC holds title to raw materials, components, and work-in-
process as X is being manufactured.

Given the potentially small planning costs of restructuring the contract manufacturing
arrangement, if foreign base company sales income is earned in the buy-sell manufacturing
example but not in the consignment manufacturing example, that may raise number of possible
policy concerns. First, the ability of taxpayers to successfully avoid the foreign base company
sales income rules in the consignment manufacturing example may encourage companies to
channel more sales through low-tax jurisdictions for no economically substantive reason. This
may be especially true if there are relatively small transaction costs of setting up affiliates in low-
tax jurisdictions to sell products made in other jurisdictions, or of arranging for an existing low-
tax affiliate to sell products currently being sold by affiliates in high-tax jurisdictions. Second,
and along similar lines, the tax result undermines one of the policy goals of the foreign base
company sales income rules, which is to deter tax-motivated splits of manufacturing and sales
operations.'** Third, to the extent that the economics of the buy-sell manufacturing example and

132 Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2015 Revenue
Proposals, March 2014, p. 60. The Administration has not elaborated on the extent to which taxpayers have taken
this position or argued for it successfully.

133 The foreign base company services income rules are not implicated in this example because CFC2
performed all its manufacturing services in its country or incorporation, Germany.

1% The legislative history behind the foreign base company sales income provision indicates that the sales
income of primary concern to Congress was the “income of a selling subsidiary (whether acting as a principal or
agent) which has been separated from manufacturing activities of a related corporation merely to obtain a lower rate
of tax for the sales income.” S. Rep. No. 1881, g7™h Congress, 2d session, at 84 (1962).
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the consignment manufacturing example are economically similar, it is unclear what tax policy
principle, if any, supports allowance of deferral for sales income earned in one case but not the
other. In both examples, property produced by a related party was obtained by a CFC that did
not make a substantial contribution to manufacturing that property. Under this view, while it is
true that manufacturing CFC bears less risk (e.g., the risk of loss due to defects in the raw
materials) in the consignment manufacturing example than in the buy-sell manufacturing
example, that should reduce the service fee the manufacturing CFC receives for the risk it bears
but should not affect the U.S. tax treatment of sales income earned by the principal CFC.

The Administration’s proposal addresses these policy issues by treating sales income
earned in the consignment manufacturing example as foreign base company sales income. The
Administration points out that the concerns “that underlie the foreign base company sales income
rules, including concerns about U.S. base erosion, apply with respect to income earned by a CFC
from the sale of property produced by a related party, regardless of whether the CFC is
characterized as obtaining the property through a purchase transaction or through a
manufacturing service.”'*> Under this view, the manner in which a CFC acquires property
produced by related party is not relevant. Sales income earned in the consignment
manufacturing example should be treated as foreign base company sales income, just as it is in
the buy-sell manufacturing example.

Critique of the Administration’s proposal

Some commentators have argued that the Administration’s proposal hinders the global
competitiveness of U.S. multinationals by narrowing the scope of contract manufacturing
arrangements that a CFC may enter into without having its